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THE LAW AND LANGUAGE OF CORPORATE 
REORGANIZATION 


Watter J. Biuu* 
I 


ORPORATE REORGANIZATION under the National Bank- 
( ruptcy Act is a process of dealing with the rights of those hav- 
ing financial commitments in distressed corporations. It is pri- 
marily concerned with the rights of investors—shareholders and bond- 
holders and other lenders. It also acts upon the rights of merchandise 
and similar creditors and occasionally even treats some of these trades- 
men as involuntary or disguised investors. But, in the main, security 
contracts that embody the rights of investors are the basic raw mate- 
rial of reorganization. The process itself has been largely fashioned to 
conform to the principal characteristics of these contracts. It is hardly 
understandable when approached from any other direction. 

Corporate security contracts in our society have several attributes 
which are reflected in the reorganization process. In all of them the 
rights of holders and the corresponding obligations of corporations are 
expressed in dollar quantities. No provision is made for these magni- 
tudes to vary with fluctuations in the value of the dollar itself. This fact 
is especially significant in that most security contracts with creditors 
impose unconditional obligations on the corporation to make interest 
and maturity payments in dollars without reference to the company’s 
ability to perform. Failure to pay at the time specified ordinarily re- 
sults in a default regardless of surrounding circumstances or the pur- 
chasing power of the dollar. Usually the contracts spell out in detail the 
rights to which corporate creditors will be entitled if a default occurs. 


* Associate Professor of Law, University of Chicago Law School. 
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The pattern of these rights invariably rests on the pretension that 
creditors will obtain payment through the old common-law routine of 
selling the company’s assets at auction and applying the proceeds in 
satisfaction of the debts. 

But, despite the traditional default provisions which continue to ap- 
pear in security contracts, the rights of creditors and others on default 
are not settled in the specified fashion. The development away from en- 
forcement by the typical judgment and execution procedure, and the 
invention of the equity receivership as a substitute, is a familiar story 
not needing another restatement. It is sufficient to note that two main 
principles emerged from the development, and that they constitute the 
framework for our existing system of reorganization. One is that the 
assets of a distressed business are not to be disposed of until there has 
been a reasonable opportunity to determine what disposition will be 
most advantageous. This principle is so clearly sound that elaboration 
is unnecessary. The other is that the market value of a distressed busi- 
ness or its assets is not to govern the rights of those financially inter- 
ested in the company. More particularly the creditors are not to fore- 
close and force a sale or valuation of assets at prevailing market prices. 
Instead junior interests are to be protected from forced sales and the 
impact of unfavorable market conditions. It is the fulfillment of this 
principle which has produced the primary substantive content of our 
reorganization system. 

Abandonment or avoidance of the market in reorganizations has been 
explained in a number of ways. The most general explanation is that 
ordinarily no pertinent market exists. Large distressed corporations 
cannot be sold intact,’ and selling them piecemeal changes the commod- 
ity by destroying whatever value arises because a concern is a going 
thing and not a random collection of assets.? These assertions are said 
to be especially realistic in times of widespread economic depression, 

* “Of course, numerous . . . reasons may make for a decision to reorganize rather than 
liquidate. . . . [A] corporation may be so large that its sale would bring forth not merely inade- 
quate bids, but no bids at all. It is commonplace that a railroad cannot be sold like a suburban 


acre.” SEC, Report on the Study and Investigation of the Work, Activities, Personnel and 
Functions of Protective and Reorganization Committees, Part VIII, at 7 (1940). 


* The contention that piecemeal sale of a business destroys its going concern value often 
contains an ambiguity. Generally it is a sound point to make against permitting unplanned 
dismantling of a company brought about as a result of individual actions by creditors to 
enforce their rights upon default. But it has a different thrust, and lacks soundness, once a 
procedure has been established for holding the assets of the business together until a compre- 
hensive decision as to its future can be made. See First National Bank v. Flershem, 290 U.S. 
304 (1933). Moreover, a business can be sold “piecemeal” by flotation of securities to the 
public without providing any impact on the organizational value of the concern. 
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and such slumps have usually coincided with large waves of defaults by 
particular companies. Our railroads, which periodically have been in 
financial difficulties, are most frequently used to illustrate the explana- 
tion. A troubled road, it is said, cannot be sold for more than a token 
sum because it is too big to sell in one piece and too integrated to break 
up into smaller units. The proof of its unsalability consists of pointing 
out why it would be difficult to find a purchaser. From this muster a 
pair of observations or assertions emerge: Rarely does any one person 
or private group have the wealth to finance acquisition of a railroad, 
while a public sale through flotation of new securities is impractical in- 
asmuch as individual investors are said to be averse to buying into a 
distressed road. Sometimes this display is qualified by noting that cer- 
tain “syndicates” or “speculators” conceivably could be interested in 
purchasing. But then they are dismissed from consideration presumably 
as not constituting a legitimate or proper market for such a sale. 

It is obvious that a distressed enterprise or its assets can be sold at 
some price. That is impliedly acknowledged when potential offerors are 
labelled speculators. It is equally plain that the public would finance a 
purchase if the terms were advantageous as compared to alternative in- 
vestment possibilities. But the effective sale price might be very low as 
judged by those who already have a jeopardized financial commitment 
in the company. This judgment is at the bottom of another explanation 
for by-passing the market: Even if there is a market for distressed cor- 
porations it is too thin to be meaningful and in times of economic slump 
it is too chaotic to be fair. According to this approach the market prices 
are low not because the distressed companies are of relatively little 
worth; they are low because not enough investors are interested in buy- 
ing into troubled businesses and even the interested ones have unreason- 
able doubts about such enterprises.* A variety of observations are gath- 
ered to show why those who make the market seldom give a distressed 
company a break. It is said that potential investors are unduly dis- 
turbed about the effects of temporary financial difficulty and of insol- 
vency proceedings on the future of a troubled business, They have 
doubts whether the firm can hold (or regain) its customers, make satis- 
factory arrangements with suppliers, or obtain suitable management. 
They are apt to lack confidence in the old directing group and at the 
same time question the seasoning of any prospective new one. These 

3 This summarization of the position omits all reference to monetary panic and conditions 


associated with it. The contentions which are rested on the ramifications of monetary panic 
can be made about the market for almost everything. 
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and similar conjectures could be elaborated at length. Their common 
denomination is clear. Investors are likely to be less optimistic about a 
business in trouble than about a prospering company. 

Another explanation for shelving the market in reorganizations 
builds upon the previous one. Senior investors‘ whose claims are in de- 
fault ordinarily will not be satisfied, it is said, with the prices obtainable 
through a sale of the business to outsiders in a thin market. Instead 
they will usually prefer to bid in their claims and thereby take over the 
distressed enterprise.® In practice few defaulting large corporations 
have been sold to outsiders for new money; they have been reorganized 
by invalidating some or all of the rights of junior investors and distrib- 
uting equivalent rights to the old senior claimants. Under such an 
arrangement the market price of the company or its property is said to 
have little significance because no real sale is involved er contemplated. 
The contention usually has been clothed in more flavorful terms. Bid- 
ding for the debtor or its assets is likened to “chilled” bidding because 
seniors can bid with their unvalued claims, while cash is required of all 
others. With cash purchasers deterred and with senior creditors bidding 
claims of undetermined worth, a double conclusion is drawn: a market 
price is neither ascertainable nor significant. 

This reasoning was widely circulated and accepted but its weakness 
is not to go unnoticed. The bid chilling analogy can be made about all 
kinds of defaulted debts; in fact it has been applied almost without dis- 
crimination to debts ranging from huge corporate obligations to tiny 
home mortgages. Closely examined the underlying argument is never 
more than a commonplace. When the market price of property is sub- 
stantially below the amount of defaulted claims running against it, the 
lien creditors often prefer taking over the property to receiving the 
market price in cash. To ascribe a scarcity of cash bidders to the ability 
of creditors to bid in their claims is to miss the important relationship. 
Bidding is cooled off only in the sense that the market forces—the po- 
tential cash purchasers—value the property considerably below the face 

4 The terms “senior investors” and “junior investors” (or “seniors” and “juniors”) are 
employed without precise definition. The contexts should make the intended references suffi- 


ciently clear. The fact that in a particular case the juniors are creditors rather than share- 
holders, or vice versa, is generally of no importance for the analysis. 


5 “(T]he creditors could themselves purchase the property at the sale. If the sale was to 
have value for them, it had to do more than attract purchasers at any price. It had to attract 
Wer we dened head Aeundes cub clbe coast emuaed Gide ox beeen 

. In times of financial depression such sales could be expected to bring out buyers with 
cs icirtie nalaeia . .” SEC, op. cit. supra note 1, at 6-7. 
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amount of the creditors’ claims. More cash bidders would appear if 
creditors refrained from bidding with claims. This, however, is only a 
roundabout way of saying that cash purchasers would be attracted if 
creditors were willing to accept the market price for the property with 
which they are secured. 

The explanations advanced for ignoring market values of distressed 
companies are useful in understanding our reorganization system, but 
their soundness was not the decisive factor in molding that system.* 
The prevailing pressure was to relieve junior corporate investors from 
those senior contracts which had turned out disastrously for them. 
This pressure was only a single facet of the broader drive to relax strict 
enforcement of all bargains which sympathetic bystanders felt were 
harsh. That drive in turn was but one manifestation of the wider move- 
ment away from reliance on the market place to arbitrate economic re- 
wards and penalties. Sympathy for losers ‘apparently combined with 
mistrust and misunderstanding of the market mechanism to furnish 
special rescue for many endangered equities. Seasoning the combination 
was the recurringly popular notion that economic slumps are temporary 
and therefore the settlement of rights at depressed prices which exist 
during them is unfair to junior interests. This ingredient became more 
potent as the government was increasingly expected to take positive 
measures to reverse economic declines. Most of those who favored such 
action also favored channelling its benefits to harassed debtors or juniors 
rather than to creditors or seniors whom they apparently regarded as 
less deserving. 

The pressure to undo security contracts was met by a counterforce. 
Direct resistance was offered by many senior groups seeking to secure 
the advantages of their bargains. In addition lawmakers and courts 
generally recognized that in a credit economy financial pacts cannot be 
disturbed too much without seriously impairing the entire credit struc- 
ture. Constitutional limitations moreover seemed to coincide with the 
demands for honoring security contracts. The impact of the various 
competing forces called for a political compromise. The result was an 
almost self-contained system of corporate reorganization. 


6 The text summarizes the major explanations for not permitting the market to govern 
rights in reorganizations and points out their weaknesses. It does not consider the question 
whether the market mechanism would or could be made to work well in the reorganization 
environment. The reason for this apparent one-sidedness is that understanding the dissatis- 
faction with valuation by the market is important in understanding the reorganization system 
which we have developed. A discussion of the potentialities of the market is not a requisite to 
analyzing that system. 































































































a rn 








FIST 
























a ET 


57° THE UNIVERSITY OF CHICAGO LAW REVIEW 


The essential parts of the system perhaps might -easily have been 
foreseen. Since market value was ruled out, a substitute standard of 
measurement had to be devised. For psychological and constitutional 
reasons the new gauge would be named to convey the impression that 
it measures “value.” Probably the first appropriate name that comes to 
mind is “reorganization value.” The quantity represented by this 
label is that which is to be apportioned among possible claimants. But 
the allocation must not seem arbitrary and accordingly canons of fair- 
ness for a plan of distribution are needed. These ought to stress uphold- 
ing contractual priorities among classes of security contracts in order to 
emphasize that contracts are being enforced and not ignored. Obviously 
it would be embarrassing if the rehabilitated company soon ran into 
distress again. To prevent that from happening reorganization plans 
must be workable; the synonym “feasible” suggests itself as a label for 
this idea because it pairs better with “fair” and sounds less mundane. 
The entire reorganization process should appear to remain democratic 
in a democratic society. Accordingly those having a financial stake in 
the distressed company ought to vote on the important questions that 
arise during the proceedings. However, there may be some irreconcilable 
differences between investor groups having conflicting interests. To 
avoid everlasting stalemates someone must have power to resolve the 
issues by cramming a plan down the pockets of one side or the other. 
This is a task naturally cut out for a judge. Finally the whole process 
should seem to be predicated on principles and not on arbitrary actions. 
Inasmuch as the principles must be created, it is advisable to have a 
group of experts on hand. These conveniently can be collectively called 
an “administrative agency.” 

The compromise between enforcing and relaxing security contracts 
of course did become embodied in such a reorganization system. It now 
may be looked upon, for analytical convenience, as having three key 
doctrinal aspects: reorganization value; the fair and feasible plan; and 
the cram-down power. To analyze corporate reorganizations under the 
National Bankruptcy Act we have to consider the content given each of 
these concepts by the courts and the administrative agencies.’ Their 
7 The analysis in this article primarily concerns reorganizations under Chapter X of the 
Bankruptcy Act, 52 Stat. 883 (1938), as amended, 11 U.S.C.A. § sor et seq. (1946); and its 
predecessor, Section 77B, 48 Stat. 912 (1934). A large part equally concerns reorganizations 
under Section 77 of the Act, 47 Stat. 1474 (1933), as amended, 11 U.S.C.A. § 205 (1946). The 


Securities and Exchange Commission is the administrative agency under Chapter X; the Inter- 
state Commerce Commission is the agency under Section 77. 





CORPORATE REORGANIZATION 571 


products currently comprise the basic law and language of corporate 
reorganization.® 


II 


Reorganization value is the substitute for market value in reorgani- 
zation. Perhaps market value was never actually permitted to govern 
rights in corporate reorganizations. It is unimportant whether the reor- 
ganization process was or was not identifiable as such by the time mar- 
ket value was replaced in this area (if in fact it ever even gained a foot- 
hold). But there is no doubt that reorganization value now occupies the 
role comparable to that which market value otherwise would have per- 
formed.® Basically it purports to determine what classes of claimants 
are entitled to be satisfied in whole or part out of the assets of the dis- 
tressed company. This it does by seeming to measure what classes are 


* There is a fourth very important aspect of the reorganization system. But it is not on the 
same plane as the others. In a sense it is not a component of reorganization theory but is the 
machinery of reorganization. It consists of all the procedural steps and techniques which affect 
the relative effective strength that the different classes are able to exert. A representative 
list of these elements should indicate the range of factors comprehended by this aspect of the 
system: (1) control over initiation of the proceedings; (2) management of the company during 
the proceedings; (3) availability of lists of security holders; (4) access to the records and books 
of the business; (5) power and function of committees; (6) authority to draw up plans; (7) 
control over statements furnished security holders; (8) circumstances surrounding submission 
of plans to security holders; (9) nature and extent of judicial inquiry during the proceedings. 
Many of the changes introduced by Section 77B and Chapter X were designed to redress the 
distortions of comparative strength that had developed under equity receivership reorganiza- 
tions. The statutory changes sought to eliminate artificial advantages gained from procedural 
phases of the reorganization process. The new procedure was thought to be more demo- 
cratic in that the relative strength of the groups was expected to reflect more accurately the 
attitudes of their proper constituents, and it was hoped that the attitudes themselves would 
reflect intelligent deliberation based on adequate information and competent advice. 

Much of the criticism of Chapter XV of the Bankruptcy Act (no longer in effect) was 
directed at its procedural contours, which tended to place great leverage in the hands of the 
management, and thus of junior interests, of railroad companies. A comparison of the structures 
of Chapter X and Chapter XV highlights such criticism. See Will, The Voluntary Adjustment 
of Railroad Obligations, 7 Law & Contemp. Prob. 519 (1940). 


*To analyze reorganization value by contrasting it to market value, as is done in this 
article, may not be conventional. Moreover this approach has the drawback of tending to 
emphasize valuations and to direct attention away from the processes of determining the 
rights of the parties. These disadvantages might have been avoided by casting the analysis 
in terms of contrasting the “foreclosure principle” with the “adjustment principle.” This 
alternative would not have altered the analysis substantively; the foreclosure process de- 
termines rights on the basis of market values while the adjustment process does so on the basis 
of values fixed by experts—now called reorganization values. However, on balance the alterna- 
tive seemed less attractive than the approach adopted. The market value—reorganization value 
distinction appears to be more flexible and to provide a less cramping frame of reference. The 
idea of market value is fairly crisp while the notion of foreclosure has acquired a cluster of 
overtones that might be distracting. Finally, the use of an unconventional orientation may 
assist in gaining further insights about corporate reorganization. 
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to participate in the reorganized entity and what ones are to be left out. 
Reorganization value might be used in two other connections in the 
reorganization process. It might be referred to in determining whether 
a proposed allocation of interests among participants in the reorganized 
company is fair and equitable. It also might be consulted in deciding 
whether the business should be sold—either as a going concern or as 
scrap—or reorganized. These various functions which reorganization 
value can be made to perform will become more clearly delineated as 
the full scheme of reorganization doctrine is unfolded. 

The difference between market value and reorganization value is a 
touchstone for analyzing the reorganization system. Market value is 
a real value in that it not only is expressible in dollar terms but is real- 
izable in dollars. Property can always be exchanged for cash at market 
price because that price is made by those who are ready and willing to 
back up their own estimates of value with money. For the same reason 
market value can always be ascertained objectively by noting the high- 
est bid. In marked contrast, reorganization value has the opposite char- 
acteristics. It is a fictional value which cannot command real money 
dollar for dollar. It is set by the estimates of persons who are not stand- 
ing back of them with a willingness to invest their own funds. Accord- 
ingly it can never be objectively ascertained or verified but always re- 
mains in the realm of opinion or belief.’° , 

Nevertheless the need for making reorganization values appear ob- 
jective and realistic had to be met. A related need also invited atten- 
tion. Almost everyone was agreed in the abstract that there could be 
better or worse valuations for reorganization purposes. Canons there- 
fore were required to guide setting reorganization values at the better 
rather than the worse levels. The twin goals of gaining an objective 
appearance and adopting proper canons could be satisfied at once 
through borrowing techniques developed in the market place. Intelligent 
and prudent investors are known to analyze and make judgments about 
various separable and describable factors in reaching an appraisal of a 
company or its securities. By imitating these steps in finding reorgani- 
zation value this comparatively new concept might acquire stature by 
seeming associated closely with market value. In time the two “values,” 
arrived at by similar techniques, might tend to become merged in pop- 
ular thought. 

t° This comparison between reorganization value and market value suggests that the prob- 


lem of finding a proper reorganization value is like that of finding a proper rate to be charged 
by a public utility for its services. 
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The imitation of investor practices resulted in crystallizing the cal- 
culation of reorganization value into an approved procedure that for- 
mally involves making three guesses.’* The first is an estimate of the 
annual income which the business hereafter most probably will earn.” 
This guess is to be reduced to a yearly average after consideration has 
been given to foreseeable highs and lows for the business. The crystal 
gazing of course must be bottomed on facts, and therefore it is to be 
a projection of the company’s past and present, rather than mere fancy 
about its future. The facts however are likely to be slippery and plastic. 
Past earnings of the business may suggest something about its future, 
but there cannot reasonably be a presumption that the historical pat- 
tern will continue substantially unchanged. Current earnings are per- 
haps even better indicators, but if the enterprise is experiencing hard 
times a low level of earnings can invariably be explained away easily. 
In a changing world there will almost always be adjustments which can 
or should be made to past or current earnings to reflect the direction of 
change. Doubtless some predictions as to future earnings may seem 
more prudent than others; the range of reasonable predictions, how- 
ever, appears usually to be extremely wide. 

The second guess pertains to the probable life of the business as a 
going concern after reorganization. Often this matter is not in issue be- 


cause the parties agree that the foreseeable operational life is sufficient- 
ly long to justify valuing the entity as a perpetuity.’* But where there 


1 Of course the valuation technique described in the text is not the only one that is used 
in bankruptcy reorganizations. There are situations in which valuation by the capitalization 
of projected earnings is not suitable. However, it is fairly realistic to view the method discussed 
in the text as the standard operating procedure which has genera! official sanction. Other ap- 
proaches to valuation by and large do not have a comparable status in reorganizations; it al- 
most seems as though they must be specially justified in particular cases before being accept- 
able for such limited service. 

The techniques followed by the SEC in Chapter X cases and by the ICC in Section 77 
cases are not identical. The SEC estimates future earnings, chooses a capitalization rate, and 
then (after considering the prospective life of the enterprise) mechanically applies one to the 
other to compute reorganization value. The ICC estimates future earnings but usually does not 
explicitly consider a capitalization rate or compute a specific reorganization value. Instead it 
calculates how large a capitalization can be supported by the estimated earnings. This is an 
indirect method of arriving at a rate for capitalizing the estimated earnings. The difference 
between the two techniques has no significant bearing upon this analysis. 


For a discussion of estimating prospective earnings see 1 Bonbright, Valuation of Prop- 
erty, c. xii (1937). 

«3 One difference in the problems confronting the SEC under Chapter X and the ICC under 
Section 77 should be noted. In railroad reorganizations the ICC can generally assume that the 
roads will have perpetual life. The SEC often cannot take for granted that the life span of a 
distressed industrial corporation will be of long duration. See Field, Valuation for the Purpose 
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is a question whether the business will be able to continue operations 
for an extensive period, a fairly specific prediction about its duration is 
needed to compute its reorganization value or, more accurately, its de- 
layed liquidation value. Making this estimate might be largely a tech- 
nical undertaking where the limiting feature for continuation of the busi- 
ness is exhaustion of an asset not being replaced, such as a mineral 
deposit or a determinate franchise. It is otherwise where the limit is 
suggested by doubts about the firm’s ability to finance replacement of 
necessary equipment which is or might soon become obsolete. A guess 
about continuation of the business under these circumstances necessar- 
ily involves assumptions as to replacement costs, the rate of technical 
change in the industry, the replacement program of competitive firms, 
and other factors of a similar nature. On these matters agreement 
among the technicians is neither likely nor very persuasive. 

The third guess, which generally is most consequential, consists of 
picking a proper rate at which to capitalize the projected earnings."* 
This endeavor presents a double puzzler. On the one hand the rate 
cannot be obtained from a review of the capitalization rates for the 
distressed enterprise itself which are implicit in the ratio between its 
earnings and the evaluation of the company (or its securities) by in- 
vestors.”* Its current rate (that is, its earnings-valuation ratio) is fixed 


of Corporate Reorganization, 16 Rocky Mt. L. Rev. 13 (1943); Field, Strict-Priority-of-Liens- 
Policy of Federal Agencies, 9 Am. L. School Rev. 1518 (1942). 

Regarding the difference between valuing a business as a perpetuity and as an entity with a 
specified limited life, see Atlas Pipeline Corp., 9 S.E.C. 416 (1941); cf. the majority and minor- 
ity opinions in Palmer v. Conn. Ry. & Lighting Co., 311 U.S. 544 (1941). 


%4 The following references discuss the problems of selecting an appropriate capitalization 
rate: Valuation by the SEC in Reorganizations, 55 Harv. L. Rev. 125 (1941); Gardner, The 
SEC and Valuation under Chapter X, 91 U. of Pa. L. Rev. 440 (1943); 1 Dewing, The Finan- 
cial Policy of Corporations, Bk. 2, cc. 1, 2 (4th ed. 1941). 

Simplification plans under the Public Utility Holding Company Act frequently entail a 
valuation process similar to that employed in reorganizations under the Bankruptcy Act. 
The simplification cases, however, seem to present easier targets for making guesses as to 
future earnings and proper capitalization rates. The income of gas and electric utilities over the 
years has been, and is likely to continue to be, more stable than that of industrial concerns and 
railroads. Utility operations are characterized by a greater degree of similarity than is found 
among industrial concerns, and hence comparability between firms might more readily be 
found. Moreover, the company undergoing simplification is usually not financially distressed 
in the same sense as enterprises involved in insolvency proceedings. For this reason the market 
capitalization rates for the subject company may be thought to be more significant in choosing 
a proper capitalization rate. See, for example, American & Foreign Power Co., SEC Holding 
Co. Act Release No. 7815 (1947). 


*S In a reorganization the term “capitalization rate” is an orderly one for referring to the 
relationship between earnings (estimated) and valuation. This is so because the reorganizers 
are attempting to reach a valuation; if they start with predicted earnings the earnings must 
be capitalized at a rate to obtain the valuation. But the term is not such an orderly one for 
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by the current market and that institution has been cast aside as a 
standard for measuring values in reorganizations. For the same reason 
its rates (or ratios) in the near past cannot be meaningful because the 
imminent or actual distress of the business almost certainly then af- 
fected its capitalization. Its rates in a more rosy past are likely to be 
only of historical interest because times and the corporation probably 
have changed. On the other hand the spread of capitalization rates 
(again meaning earnings-valuation ratios) for similar or competing 
businesses during these various time periods seems to afford equally 
little data upon which to base selection of the rate. Most businesses 
do not have twins. Similar or competing firms may range from highly 
successful concerns to others undergoing the reorganization treatment. 
An average rate of all such firms is meaningless for the purpose in view, 
while individual comparisons are somewhat circular because the very 
factor which is being sought—+he rate—is likely to be influential in de- 
ciding what firms are comparable. Once the yardstick companies have 
been designated there again arises the question whether it is their past 
or present rates which are significant. Inasmuch as rates determined by 
the market fluctuate frequently, the capitalization rate which prevailed 
at any one time—that is, a spot rate—appears to be useful only as a 
component in a large series of spot rates which go to make up the aver- 
age rate for some fairly extensive interval. At best the guessers can fall 
back only on average long-run capitalization rates for each of the cor- 
porations which they feel is more or less comparable to the one being 
rehabilitated. 

This cursory review of the guesses which go into reorganization value 
indicates that all three have similar characteristics. Being guesses they 
of course cannot possess certainty. But each appears closely dependent 
upon factors that can be reduced to at least near certainty. Further- 
more each can be “explained” and expressed in precise mathematical 
terms. As a result each seems open to reasonably accurate prediction 
by competent experts. In fact, however, these appearances are highly 
deceptive. All three objects of the guesses (with the exception of esti- 
mating the life of depleting or depreciating assets in some cases) con- 
ceivably may be affected by innumerable circumstances, including the 


referring to the market relationship between earnings and valuation. Both these factors are 
given; and therefore the term “earnings-valuation ratio” or “times-earnings ratio” is more 
descriptive. To avoid shifting terms unnecessarily, however, the text uses “capitalization rate” 
to designate generally the relationship between valuation and earnings, whether actual or 
projected. 
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guesses themselves. Expert guessers, with divergent backgrounds, sure- 
ly will differ in appraising the implications of possibly relevant factors. 
It is manifestly impossible to lay down in advance rules that determine 
the proper weight to be assigned the various circumstances in particu- 
lar cases. Only broad and general pronouncements can be beamed at 
the guessers. These directives are the official guides for making the 
guesses and thereby arriving at reorganization value. Our short descrip- 
tion of the guesses is tantamount to a rough summary and emeneae of 
those guides. 

Accompanying the three-part estimate there is a enna necessary 
assumption in calculating reorganization value which the authorized 
guides do not mention. It deals with the future state of our economy 
and in the cases it is usually implied rather than expressed. Because 
reorganization value concerns future conditions, something must be 
assumed as to the future general level of economic activity and the 
future real worth of the monetary unit. This poses a problem: the ob- 
jective and scientific appearance of the valuation process must be pre- 
served notwithstanding the fact that there are no experts in the game 
of peering into our over-all economic future. The solution evidently is 
to wrap up the critical assumption in vagueness and bury it. In most 
reorganization cases it probably is assumed that the economic future 
will be much like the economic past—without being too careful about 
designating how much or what part of the past. If the past which the 
calculator deems relevant strikes him as too gloomy or too bright an 
atmosphere for the future, he is likely to make adjustments through 
altering the projected earnings or capitalization rate for the particular 
firm.’* In this way a guess as to the general economic future is trans- 
lated into specific estimates about the distressed enterprise undergoing 
reorganization. The shift, in effect, keeps the crucial guess in the 
province reserved for (or by) experts and thereby maintains the illu- 
sion that reorganization value is being determined on a sound foun- 
dation. 

In the sense that the future earnings of a firm cannot be estimated as though it is to be 
operated in a vacuum, the assumption about general economic conditions is not separate from 
the guess as to earnings. However, there is a conceptual difference between the general eco- 
nomic outlook and that for the particular company. To illustrate: it is possible to make a 
series of guesses as to the company’s future, each being tied to a different assumption about 
general conditions. In any event it is possible to state separately the assumption about the 
general future. See, for example, the argument made in the Denver & Rio Grande Western 
reorganization that a ‘‘permanent elevation of the National] income” involved “for the indefi- 


nite future a greatly increased demand for railway transportation.” Insurance Group Com- 
mittee v. Denver & R. G. W. R. Co., 329 U.S. 607, 610 (1947). 
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A troublesome but central question doubtless has been intruding. 
The guiding formula for finding reorganization value is a copy of that 
used by careful and informed investors. Presumably the copywork was 
accurate. Why then should anyone duplicate the valuation work which 
is independently and simultaneously being undertaken anyway by nu- 
merous investors with sharp pencils? Surely the risk-free imitators are 
not that much more proficient than their risk-bearing models. The cor- 
rect answer is not so simple and it lies nearer the core of the reorgani- 
zation process. A clue might be furnished by the frequent assertion that 
reorganization value is unlike market value in that the latter is a spot 
or immediate value while the former is a long-run average value. This 
is the premise for a basic tenet of reorganization doctrine: Market 
value, especially in depressed times, is to have little weight since rights 
in a distressed company are to be adjusted in the light of an average 
or long-range value which takes account of both possible future highs 
and possible future lows.’ Valuation for reorganization thus is sup- 
posed to aim at reaching the long-range average of future market valu- 
ations of the enterprise. So the answer to the troublesome question 
might seem to be that experts on reorganization value are not aiming 
at the same target as professional investors who make the market. 

But such an answer is built on an error. Investors who make the spot 
prices are themselves attempting to predict the future long-run or aver- 
age values of particular companies. Their judgments as to present 
values are derived from their predictions as to comparative future 
values of alternative investment opportunities. This may be a more 
helpful clue to finding the correct answer to the question. Investors 
focus on predicting the future of a company in order to compare a 
present investment in it with other possible immediate investments. 
Current market prices are obviously of utmost importance to them in 
calculating the relative attractiveness of opportunities. In contrast, ap- 
praisers of reorganization value usually seem not much concerned with 
the present range of market prices. They apparently make their guesses 

7 “Tt has been [the] practice [of the Interstate Commerce Commission] broadly speaking 
... to make an estimate of prospective earnings divided roughly into four categories: (1) 
Those reasonably certain to continue without serious interruption. . . . (2) Those of which 
there isa substantial probability but whose regular annual continuance cannot be counted upon 
in a period of general business depression. . . . (3) Those of which there is a reasonable prob- 
ability but which .. . may be frequently interrupted. . . . (4) Those of which there is no proba- 
bility of uninterrupted realization but which will probably be realized from time to time, and if 
optimistic hopes are fulfilled, may ultimately be maintained.” Swaine, A Decade of Railroad 
austen: under Section 77 of the Federal Bankruptcy Act, 56 Harv. L. Rev. 1037, at 
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" as to future values without attempting to relate them definitely to the 
existing structure of market values. Instead the appraisers generally 
act as though the predicted future values are the present values. The 
essence of reorganization value can now be restated in other terms: 
Reorganization value is what some appraisers believe the current mar- 
ket value of the distressed company ought to be if the present were 
like the future they foresee. It is thus a liberalization of market price 


corresponding with some expert opinions about the inherent value of the 
enterprise. 18 

Though reorganization value is in a world apart from ar value 
the two realms are never completely isolated from each other. Securi- 
ties of the reorganized company will be independently priced by the 
market regardless of how they were valued for purposes of the reorgan- 
ization. In the period immediately following reorganization, and for 
some indefinite time thereafter, it is to be expected that in the aggre- 
gate the new securities will sell below the values assigned them in the 
reorganization. That is, the total of market prices will fall substantially 
short of the total of their par or stated or face values. These nominal"® 


*8 This may seem to be an overstatement but it is a statement of a point which needs 
emphasis. It is at the root of the inflation of reorganization value to exceed market value. It 
explains why, in the large majority of reorganizations, the new securities do not have market 
values equal to their nominal! values (as defined in note 19 infra). 

It may be objected that the SEC, in reorganizations under Chapter X, endeavors to reach 
a “‘realistic” reorganization value which takes account of existing economic and market con- 
ditions. There are numerous indications that the Commission has been more hard-headed than 
other experts and appraisers who have figured in the cases. See, for example, Field, Valuation 
for the Purpose of Corporate Reorganization, 16 Rocky Mt. L. Rev. 13, 23 (1943): “[TJhe SEC 
used two approaches which simultaneously and cumulatively reduced the valuation for reor- 
ganization purposes. That is, (1) it made very conservative estimates of future earnings, and 
(2) it applied a relatively high interest rate in capitalizing the scaled down earnings.” 
Valuation by the SEC in Reorganizations, 55 Harv. L. Rev. 125, 132 (1941): “In summary 
... it may be said, that, in the light of past and current earnings records, its determination 
of prospective earnings appears to have been unduly optimistic.” But being hard-headed in 
figuring out reorganization value is not equivalent to seeking to ascertain what price the mar- 
ket woud place on the distressed business. In this connection see the statement regarding SEC 
policy in note 24 infra. 

A reminder might be useful at this juncture. The present analysis is not intended to dem- 
onstrate or suggest that market prices and values would or could work satisfactorily in govern- 
ing rights in corporate reorganizations. In any event the attempt to use market values for that 
purpose would raise a large number of problems which either are not mentioned or are passed 
over lightly in this piece. Market values and prices are utilized here to analyze the reorganiza- 
tion value concept. See note 6 supra. 


"9 The phrase “nominal amount” or “nominal value” may be an unfortunate choice but no 
other short one seems to convey the meaning intended. The phrase is employed to designate 
the computational amount assigned to a claim or interest regardless of its actual dollar value. 
It refers to the following: (1) the face amount of bonds or other creditor claims, including inter- 
est in default; (2) the par value of preferred shares, plus arrearages; (3) the artificial value as- 
signed to common shares in working oat the allocation of securities in a reorganisation. 
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values at the outset will be discounted because of the very factors which 
produced the “low” prices that led to discarding market value of the 
business as the standard for determining the rights of the parties upon 
default. In time the security prices should, on the whole, approximate 
nominal values if the guesses and assumption behind the calculation of 
reorganization value turn out to be fairly close to reality. The new se- 
curities, in other words, should approach becoming wholly sound to the 
extent the figure chosen for reorganization value happens to be a sound 
estimate. 

The need for a warning makes advisable a short digression. While 
the market prices of the securities of a reorganized company are a link 
between reorganization value and market value of the business, the 
market prices of the company’s securities prior to reorganization cannot 
act as a comparable link. If reorganization value were set with an eye 
toward market quotations on the pre-reorganization securities the valu- 
ation process would become circular. Market quotations would affect 
reorganization value; that usually would affect the terms of the reor- 
ganization plan; that in turn usually would affect the treatment of the 
old securities in the reorganization and therefore affect market quo- 
tations on the old securities. Only after the reorganization plan has 
become definite and firm can the link between market value and reor- 
ganization value be formed. The link, moreover, will always have an 
inherent shortcoming. The market value of a business as a unit is gener- 
ally not identical with the aggregate market prices of the securities 
issued by it. But this discrepancy does not seriously impair the reach 
of our analysis. It is enough that the two figures ordinarily tend to 
move in the same direction and on the average are not likely to be 
widely apart over a long time span.” 

These collateral observations concerning reorganization value should 
not obscure the main point about the concept. Not only is it different 
from valuation by the market, but it can be understood fully only when 
contrasted with market value. A sharp reminder of the contrast is sup- 
plied by the case of a distressed holding company which owns nothing 
but relatively small blocks of publicly traded securities of enterprises 
not undergoing reorganization." The market value of the company’s 


and of the stock-and-bond method of appraising a company are 
considered in 1 Bonbright, Valuation of Property 244-49 (1937). The position taken in this 
article is not inconsistent with the observations of Bonbright. 
* The problem of valuing holding company assets, both those in small and those in sub- 
stantial lots, is considered by the SEC in its advisory report on plans to reorganize the Central 
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assets can be ascertained immediately and accurately by referring to 
present quotations, and the market value of the company itself obvi- 
ously is the sum of those values. To assign a higher amount as reorgan- 
ization value is to assume that the company’s officers will manage its 
assets more profitably than investors believe these or similar assets will 
or can be managed. The evident brashness of that assumption is a deter- 
rent to departing from market values in such a situation. In the more 
usual reorganization the market values of the debtor’s assets, treated 
either individually or as a going business, are not so easily or surely or 
definitely determinable. To use a reorganization value greater than the 
best gauged market value is not as jarring in these circumstances. But 
doing so nevertheless assumes that the debtor’s officers will perform 
better, or that general economic conditions will be better, than is 
believed likely by those who make the market. 


Ill 
Apart from the over-all valuation issue, questions of fairness about a 
reorganization plan arise principally because there is an uncertain ratio 
between reorganization value and market value, and so between a dollar 
of reorganization currency and a real dollar. If reorganizations were 
predicated on real dollars, presumably cash or its equivalent in securi- 
ties would be allocated to claimants in the amounts and order of their 


contractual priorities. With claims being satisfied in this manner the 
fair allocation could be worked out mechanically. However no objec- 
tively gauged allocation is possible when the medium of distribution 
is reorganization currency of unknown dollar value. Such currency 
must consist of new securities in the distressed company; but a unit 
of one possible kind of new security (e.g., a $100 bond) is not equiva- 
lent to the same denomination of another possible variety of new se- 


States Electric Corporation, an investment company, under Chapter X. Experts brought in by 
junior interests contended “that the then current market prices were an undervaluation of the 
public utility securities held by the Debtor . . . ; that there were favorable factors in the case 
of these public utilities which were not fully appreciated by the investing public, or if ap- 
preciated, were accorded too great a discount in relation to the risks involved.” The SEC’s 
comment upon this approach was that “conjecture as to future market prices is not a sound 
basis upon which to measure the rights of creditors and stockholders. Under the circumstances 
it is difficult to see how the Court can speculate that market prices of these securities will rise 
in the future.” Central States Electric Corp., SEC Corp. Reorg. Release No. 82, at 89 (1949). 

A different attitude was displayed by the court in the reorganization of Warren Brothers 
Company, which owned a large number of bonds issued by the Cuban Republic. In deciding 
that the bonds should be valued at par rather than at market price (about half of par) the 
court said that “it would be unfair to the common stockholders to value the debtor’s assets on 
the assumption that Cuba will not meet its obligations.” In re Warren Brothers Co., 39 F. 
Supp. 381, 385 (Mass., 1941). 


i 
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curity (e.g., a $100 par value preferred share). Unless contractual pri- 
orities are to be dismissed entirely someone has to decide whether in 
his opinion a proposed allocation of reorganization currency is fair to 
the classes of claimants. Such a subjective judgment cannot be avoided; 
at best an effort can be made to hedge it about by formulating addi- 
tional official guides for making an allocation. These, along with the 
guides for determining reorganization value, become the standard for a 
fair and equitable plan. For convenience of analysis we are treating 
the two sets of guides separately. Under reorganization doctrine they 
are interrelated, and to be fair and equitable a plan must comply with 
both. + ie 

The prevailing allocation guides collectively are designated the abso- 
lute priority standard. They purport to call for strict enforcement of 
security contracts as qualified by the premises contained in the reor- 
ganization value concept. In theory the contractual priorities affecting 
the rights of creditors and shareholders are to be recognized in full. 
Senior claimants are supposed to be completely compensated, which 
includes being given equitable compensation for loss of any valuable 
rights, before junior claimants are permitted to receive anything of 
value. Compensation to the seniors may be incorporated in the new 
securities or take some other form. In any case the new bundle of 


rights and claims allocated to them are supposed to be the equitable 
equivalent of their old packet.”* The worth of the new securities is not 
to be tested by reference to market quotations because that yardstick 
is patently inconsistent with predicating the plan on reorganization 


* The main precepts of our absolute priority standard are contained in the following deci- 
sions of the United States Supreme Court: Case v. Los Angeles Lumber Products Co., 308 
U.S. 106 (1939); Consolidated Rock Products Co. v. Du Bois, 312 U.S. 510 (1941); Group of 
Institutional Investors v. Milwaukee R. Co., 318 U.S. 523 (1943); RFC v. Denver & R.G.W.R. 
Co., 328 U.S. 495 (1946). 

The priority which is referred to by the phrase “‘absolute priority” comprehends all kinds 
of prior rights and claims. Particular emphasis, especially in Chapter X proceedings and to a 
lesser extent in Section 77 proceedings, is placed on the priority of rights in case of default or 
liquidation. The priorities of creditors and preferred shareholders on liquidation are treated as 
matured for purposes of the reorganization proceedings. The reason underlying this approach 
is that reorganization is viewed as a substitute for enforcement of rights through liquidation. 
‘Reorganization prevents creditors from getting the cash for which they bargained, but the 
absolute priority doctrine comes to their rescue by giving them the nearest practical equiva- ° 
lent.” Dissolution Preferences and Public Utility Holding Company Act Simplifications—The 
Otis Case, 58 Harv. L. Rev., 604, 608 (1945). But in determining whether seniors are complete- 
ly compensated in a reorganization , the absolute priority doctrine seems to require that atten- 
tion be paid to all their prior rights, including claims on income and rights to control the man- 
agement of the enterprise. 

eprorchemramee bettors 9 torso. Sawrgenty te mete Hane nies 
with the ‘investment value” standard developed under the Public Utility Holding — 
Act. See note 49 infra. 
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values.** Instead their worth presumably is to be gauged by assuming 
that the corporation’s market value has come up to its reorganization 
value or soon will do so.** The stage for formulating a fair plan thus 


*3 It would be possible, for example, to decide what the capitalization of a company is to be 
after reorganization and issue of enough of the new securities to senior creditors to give them a 
package having a market value equal to the nominal amount of their claims. An article 
written shortly after the enactment of Section 77B seems to endorse this approach. “(C}reditors 
are entitled not merely to priority but to payment. Since they cannot be paid in cash, they 
should be paid, so far as the resources of the company permit, in securities having the value of 
cash. Although the corporate assets may have an appraised value in excess of the amount of 
the debts, the : total market value of securities issued against these assets may be far less than 
that amount.” Friendly, Some Comments on the Corporate Reorganization Act, 48 Harv. L. 
Rev. 39, 77 (1934). Such an approach, which in effect would replace appraised reorganization 
value with market value, is far different from that now used (which is described in note 24 
infra). 

The difference between full compensation under a fair plan of reorganization and full pay- 
ment of claims in cash or its equivalent is pointed up in an interesting and unusual! fashion in 
Guaranty Trust Co. of New York v. Chase National Bank, 194 N.Y. Misc: 628, 86 N.Y.S. 
2d 505 (1949). In the reorganization of the Denver & Rio Grande Western Railroad the senior 
bondholders were compensated in full by new securities in the reorganized company. The old 
senior bonds had been secured by certain accommodation collateral that had not been within 
the jurisdiction of the reorganization court because it was not an asset of the debtor company. 
After completion of the reorganization proceedings the disposition of this collateral was put 
in issue. The old junior bondholders, who participated in the reorganization as the marginal 
class, which was compensated only in part, claimed the value of the released collateral on the 
ground that the old senior bondholders were already made whole in the reorganization. But 
the court awarded the value of the collateral to the old seniors, reasoning that “the pledge 
{of the collateral] was made under a contract which guaranteed full payment of the [senior] 
bonds . . . actually and not merely fictionally and constructively.” Ibid., at 632-33 and 510. 


*4 On this matter the position of the SEC under Chapter X has been stated to be: “[SJenior 
security holders are entitled to receive more than mere paper securities of a face value amount 
equal to their claims; . . . the securities they receive should be such as to give them really com- 
pensatory treatment for their claims. In other words, the new securities should be intrinsically 
sound, so that there is a reasonable prospect that they will have valucs equal to their face 
amounts, or in the case of stocks, equal to the values put upon them for reorganization pur- 
poses.” Frank, Epithetical Jurisprudence and the Work of the Securities and Exchange Com- 
mission in the Administration of Chapter X of the Bankruptcy Act, 18 N. Y. U. L. Q. Rev. 
317, 340 (1941). 

Compare the foregoing statement with the following description of the principle imputed to 
the ICC in reorganizations under Section 77 prior to the decisions of the Supreme Court in the 
reorganizations of the Chicago, Milwaukee, St. Paul and Pacific Railroad and the Western 
Pacific Railroad: 

“However—and this is a vitally important corollary—1oo% satisfaction is deemed to be 
given by 100% satisfaction in paper. Priorities are considered satisfied if the full amount of 
the claim is recognized in securities of the appropriate dollar amount. No attempt has been 
made to insist that the securities issuable to a senior class must have a prospective market 
value of roo cents on the dollar before a junior class may participate. Indeed, in those few 
instances where senior interests have asked for more than 100% in new securities to compensate 
for sacrifices entailed in receiving partial compensation in income bonds or stock, such treat- 
ment has been denied. 

“The Commission has even gone further. It has not insisted upon allocations which would 
reasonably assure that the securities issuable to senior interests should attain a market value 
of 100 cents on the dollar before any income of the reorganized company could be paid to 
junior interests.” Friendly & Tondel, The Relative Treatment of Securities in Railroad Re- 
organizations under Section 77, 7 Law & Contemp. Prob. 420, 423-24 (1940). 





CORPORATE REORGANIZATION 583 


has a complex backdrop. The seniors are supposed to be compensated 
in full, but only in terms of reorganization currency which generally 
is not immediately convertible into dollars except at large discounts. 
The juniors are supposedly entitled to the excess, if any, of reorgani- 
zation value over and above the amount needed to satisfy claims of the 
seniors. Interaction between these two guides is at the core of our abso- 
lute priority standard. 

The main source of friction in this interaction is not difficult to lo- 
cate. Reorganization value by hypothesis should equal the new capitali- 
zation of the rehabilitated enterprise. The new capitalization by defi- 
nition equals the aggregate of nominal values assigned to the new se- 
curities (i.e., the amount of reorganization currency). Therefore the 
total nominal value of the new securities should equal reorganization 
value. The new securities are to be allocated among the participating 
classes of creditors and stockholders. Superficially it might seem that 
the juniors should receive the difference between the total nominal 
amount of senior claims and the reorganization value. But this formula 
assumes that the seniors receive new paper thought to be equivalent in 
quality, as well as in nominal quantity, to their old holdings. In most 
situations that arrangement would undermine the rehabilitation oper- 
ation by preserving fixed charges that are heavy in relation to esti- 
mated earnings. The statutory requirement that a plan be feasible as 
well as fair usually necessitates a more or less drastic scaling down of 
such obligations and this ordinarily can be accomplished only by re- 
ducing the quality of paper allocated to the seniors. Compensation for 
the deterioration usually can be provided only by giving the seniors 
a sum of reorganization currency greater than the aggregate nominal 
amount of their old claims. When this is done the balance of reorgani- 
zation currency left for the juniors is concomitantly decreased. . 

These mathematics of reorganization explain why junior classes fre- 
quently insist that a large proportion of reorganization paper be debt 
obligations. They also indicate why juniors often seek to introduce 
unique features into the paper earmarked for seniors in the hope that 
such features will be counted as compensation for other rights given up 
by the seniors.” It is at these points that the conflict among the spar- 

25 “Counsel and securityholders wrestling with the implications of [the Supreme Court’s 
opinion in Group of Institutional Investors v. Milwaukee R. Co., 318 U.S. 523 (1943)] in 
pending cases are trying, by a ‘flash of genius,’ to find some new ‘qualitative’ type of com- 
pensation which is not ‘normally common.’ It has been suggested that an abnormally high 


sinking or purchase fund, payable out of earnings as a condition precedent to the payment 
of dividends upon the new common stock allotted to old junior creditors and to be applied 
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ring classes of security holders runs into what is considered to be an 
overriding public interest that the rehabilitation of distressed com- 
panies be soundly executed. The standard of feasibility for a plan is 
supposed to protect this public interest and in doing so seems to place 
additional limitations on the area within which a fair plan may be 
worked out. The feasibility guides are still in the course of growth.” 
As a minimum they include a prohibition against saddling the reorgan- 
ized business with excessive fixed charges of any kind. In addition they 
probably include a restriction on trimming new securities with rococo 
qualities which tend to be misleading and make intelligent judgments 
by investors more difficult. One might speculate whether our standard 
of fairness could not itself be stretched to impose comparable limita- 
tions so that there would be no need for a separate requirement of 
feasibility. There surely seems to be an element of unfairness in award- 
ing seniors new securities which are unsound. But such doubts about 
fairness are likely to be associated with a distrust of the valuation for 
reorganization purposes. It would be awkward to accept a certain value 
as fair and then label an allocation of securities unfair on the ground 
that they are unsound though within the permissible capitalization. The 
feasibility requirement at least seems to avoid what might appear to be 
double-talk about fairness.”" 


The feasibility guides probably are not as effective in channelling 
official discretion, and thus in shrinking the permitted latitude for ne- 
gotiation** among the claimants, as might be inferred from a separate 


to the purchase or retirement of the inferior grades of securities allotted the old senior credi- 
tors, might suffice.” Swaine, A Decade of Railroad Reorganization under Section 77 of the 
Federal Bankruptcy Act, 56 Harv. L. Rev. 1037, 1193, at 1212 (1943). 

* See Philadelphia and Western Ry. Co., 13 S.E.C. 330 (1943); cf. In the matter of Phila- 
delphia and Western Ry. Co., 51 F. Supp. 129 (Pa., 1943). The concept of a feasible plan should 
be compared with the standards of a sound corporate capital structure developed under the 
Public Utility Holding Company Act. See in particular Consumers Power Co., 6 S.E.C. 444 
(1939); El Paso Electric Co., 8 S.E.C. 366, 383 (1940). 


27 Whether or not the fairness notion could be made to do the work of the feasibility notion, 
the idea of feasibility can be separated out from allocation problems for purposes of analyzing 
a plan. And there is no doubt that analysis is facilitated by such a separation. 

The relationship between the “‘fairness” of a valuation for reorganization purposes and the 
“fairness” of an allocation of securities under that valuation is more readily observed in (“‘hori- 
zontal’’) plans in which the same class of new security is divided between junior and senior par- 
ticipants. But the relationship is also present in some (“vertical”) plans in which senior par- 
ticipants are given a higher ranking security than that given to junior participants. See the 
discussion in part V of the text. 

** The term “negotiation” is used in this article as having a very broad meaning. It compre- 
hends every kind of legitimate activity by which security holders or their representatives try 
to convince the court or administrative agency or trustee that a distressed business should be 
handled in a particular fashion or that a reorganization plan shquld embody one arrangement 
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study of them. Their impact seems attenuated by the opportunity of 
the parties to deal simultaneously with both reorganization value and 
the composition of the new capital structure. It is to be expected that 
courts and administrative agencies have not advertised how the inter- 


dependency of these two matters has affected the outcome of er 


cases. To do so might cast suspicion on the objective appearance of 
subjective judgments involved in calculating reorganization value and 


in determining whether senior classes have been compensated com-\ 


pletely for loss of rights. But in the give and take of negotiation two 
controversial matters so closely related are almost inevitably linked 
together. A good case for testing this observation is presented when 
the likely range of reorganization value runs from a low which elimi- 
nates the juniors entirely to a high which allows them a relatively small 


participation.” The bargaining position of the seniors is apt to be very _ 
strong and that of the juniors correspondingly weak. It is a pretty safe™ 


bet that the juniors must either accept an arrangement which gives the 
seniors the protection demanded or run the risk of having the court 
hold that their stake in the company is so speculative as to make it 
undesirable and unfair to grant them participation.*° - 


rather than others. It also includes dealings among different classes of security holders and 
their representatives to reach agreement concerning any phases of a plan. From this descrip- 
tion of the term it should be plain that negotiation is involved even where the actual plan is 
drawn up by the ICC under Section 77. No distinction is drawn in the text between direct 
negotiation among classes of security holders or their representatives, and the more indirect 
form which centers on persuading the authorities in charge of the reorganization. “Negotia- 
tion” is intended to include both. 

For a statement of the need for and the importance of vicarious negotiation in reorganiza- 
tions, see Foster, Review of Lowenthal, The Investor Pays, 43 Yale L. J. 352, 357 (1934). 


29 Two cases which arose under Section 77B of the Bankruptcy Act are highly useful in con- 
nection with this portion of the analysis. The first is In re Hopkins Lake Drive Realty Corp., 
C.C.H. Bkcy. L. Serv. $3276 (D.C. Md., 1934), in which the senior claims (adjusted) totalled 
approximately $905,000 and valuations of the assets ranged from about $800,000 to $1,000,000. 
After noting that $900,000 “is possibly the best figure,” the court rejected both the plan pro- 
posed by the seniors and that offered by the junior interest. As to the latter the court re- 
marked: “In solving the question of insolvency in favor of the debtor [i.e., the junior interest] 
I do not think I am at liberty to enforce on the bondholders against their will the sacrifice 
of any part of their claim, either principal or interest. Equity and fairness require the debtor 
corporation to discharge all of its original obligations which were incurred in good faith.” 
Concerning the plan of the seniors the court said: “The plan . . . is not fair because it does not 
take into consideration any equity in the debtor.” 

The second case is In re Murel Holding Corp., 75 F. 2d 941, 942 (C.A. 2d, 1935), in which 
senior claims totalled about $500,000 and the “properties were assessed at $540,000.” The pre- 
cise issue raised in the case cannot arise under Chapter X, but both the broader problem posed 
by the facts, and the discussion in the opinion, are of current interest. 

3° “After having determined the total capitalization the ICC must provide fair and equita- 
ble compensation for all senior creditors upon the ‘strict priority’ theory. In a situation where 
this distribution leaves only enough to partially compensate a junior group, the threat that 
this junior group would reject the plan could [in the absence of an effective cram-down power] 


oa 
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The effectiveness of the allocation and feasibility guides in control- 
ling the discretion of officials might be further affected by whether our 
standards are construed to sanction only one or more than one accept- 


(able plan in any particular case. It has usually been thought that in 


i 


| 
} 
i 
| 


mosf situations a number of fair plans can be formulated within the 
confines of feasibility. Moreover there has been a reluctance to rank 

ible plans according to degrees of fairness probably because the 
notion of fairness would tend to become unmanageable.” But a strong 
argument can be made that the theory of reorganization dictates that 
there can be only a single fair allocation for any particular situation.” 
In large measure the reorganization process was designed to preserve 
for juniors the greatest possible amount of value consistent with both 
full compensation for seniors and adequate protection of the public 


“jnterest as reflected in the canons of feasibility. To accomplish this ob- 


jective, the fair allocation must be that arrangement which gives juniors 
maximum participation within such limits. It must therefore be the 
plan which compensates seniors qualitatively to the fullest extent prac- 
ticable in order to minimize the need for compensating them quanti- 
tatively and thereby increasing their nominal interests in the company. 
There is as yet no clear indication that this view of the fair plan has 
gained official sanction. But its approach to fairness doubtless explains 
in part why courts are sympathetic to plans which emphasize quali- 
tative compensation to seniors. 


completely stall the reorganization. To prevent such an impasse the ICC might reasonably be 
tempted to adjust the valuation in such a way as to eliminate completely marginal classes 
which otherwise would be admitted to partial participation.” Confirmation of Plan under 
Section 77 over Vote of Dissenting Class of Creditors, 14 Univ. Chi. L. Rev. 84, 91 (1946). 


3* Remarks by courts indicate that degrees of fairness among plans might be recognized’ 
An example is the statement in In re Lower Broadway Properties, Inc., 58 F. Supp. 615, 618 
(N.Y., 1945), that Chapter X “does not require of the court to find the fairest plan conceiv- 
able but only that the plan proposed be fair.” The SEC sometimes gives the impression of 
rating the fairness or unfairness of plans or particular provisions in them by its use of such 
adjectives as “grossly unfair,” “obviously inequitable,” or merely “unfair.” See, for instance, 
Central States Electric Corp., SEC Corp. Reorg. Release No. 82 (1949). 


% This position seems to be taken in Swaine, A Decade of Railroad Reorganization under 
Section 77 of the Federal Bankruptcy Act, 56 Harv. L. Rev. 1193, 1209 (1943). “Equitable 
compensation must be made for rights which senior creditors are thus compelled to surrender. 
So far as permitted by feasibility and the public interest, such compensation should be made 
‘qualitatively,’ i.e., be incorporated in the new securities themselves. Insofar as feasibility and 
the public interest prevent the relative priorities being made whole ‘qualitatively,’ they must 
be made whole, and equitable compensation for surrendered rights must be made, ‘quanti- 
tively’—i.e., by giving to the old senior creditors new securities of the same classes as those 
given old junior claims but upon terms sufficiently more favorable than those given the junior 
claims.” Another article which might be read as suggesting this position is Guthmann, Absolute 
Priority in Reorganization, 45 Col. L. Rev. 739 (1945). 
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This approach to fairness also highlights the role that feasibility 
guides can be made to play. The single fair plan idea means, in effect, 
that the plan should push to the limits of feasibility whenever necessary 
to protect the juniors. To the extent the idea influences those who draft 
and pass upon plans, the feasibility issue becomes the active center of 
controversy between participating classes. A two-directional relation- 
ship between fairness and feasibility is brought into focus. As a plan 
is thought to exceed the limits of feasibility it tends to seem unfair to 
seniors. As a plan is thought to fall short of the limits of feasibility it 
tends to seem unfair to juniors. In this sense it might be said that in 
reorganization doctrine fairness and feasibility are merely two different 
impressions of the same panorama. 

Having completed an excursion into absolute priority a reminder and 
a question are in order. The absolute priority standard consists of 
guides for distributing reorganization currency among classes partici- 
pating in a reorganization. Would adoption of another set of allocation 
guides, appropriately named, make any appreciable difference in the 
reorganization process? A change of guides would not lessen the need 
for making subjective judgments about the fairness of proposed allo- 
cations. Pressure and negotiation accordingly would continue to shape 
reorganization plans. Any change wrought by the new guides would 
simply be a shift in the permissible range for negotiation resulting from 
a changed effectiveness of the guides in confining official discretion 
about the fairness of plans. The absolute priority guides are said to be 
more effective than alternatives which have been suggested.** This view 
is plausible insofar as the existing guides can be articulated in a form 
that sounds very narrow and precise. A more decisive answer to the 
question does not seem possible. Even if the guides were changed no 
method would be available for measuring the relative effectiveness of 
the old and new in. limiting official discretion. In any event, increased 
solicitude about guiding allocations might be counteracted by relaxed 
application of the guides for setting reorganization values. 


33 In arguing in favor of the absolute priority doctrine in reorganizations, as contrasted 
with some form of “relative priorities” doctrine, the government (including the SEC and ICC) 
has stated: “Finally, we direct the attention of the Court to the stimulus which uncertainty 
as to relative rights gives to obstructionist tactics. If the basis for the treatment of contract 
rights is unsettled, reorganization ceases to be an orderly process of allocating assets in accord- 
ance with priorities. Instead it becomes a process of haggling, in which endurance challenges 
legal position.” Case v. Los Angeles Lumber Products Co., 308 U.S. 106 (1939), brief for the 
United States as amicus curiae at 22. 
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IV 

Financial distress of an industrial enterprise always focuses attention 
on what should be done with the business. Should it be continued in 
operation, sold as a going concern, scrapped, or disposed of in some 
other way? Even without the intervention of our reorganization system 
this question often is attended by many complications. There may be 
differences of opinion among those who have invested in the company. 
Fights for control are apt to develop. Sometimes the group in the saddle 
may have no equity in the entity under existing market values, and 
therefore it struggles to keep the company going. Not infrequently 
efforts are made to end a conflict by a compromise that transfers rights 
in the business from junior to senior interests. A need for additional 
capital to keep the company in operation may color the situation and 
influence the bargaining positions of the parties. These are only a few 
of the more common complications which might affect the disposition 
of a distressed business.™ 

None of the complications disappears when our reorganization sys- 
tem is introduced into the affairs of a company in trouble. On the con- 
trary the goal of a fair plan based on reorganization value adds a new 
dimension of complexities in deciding whether the business is to be sold 
or reorganized and, if the company is to be reorganized, in deciding 
what plan of reorganization is to be adopted.** To protect their own 
interests the creditors and shareholders who continue to have a finan- 
cial stake in the company will want to make these determinations. 

34 The discussion in this portion of the article is limited to industrial corporations which can 
be reorganized under Chapter X and does not cover railroad reorganizations under Section 77. 
The sale-versus-reorganization issue is unlikely to arise in connection with railroads, and if it 


were to be present it would be complicated by the public utility aspect of the operation of a 
railroad. 

35 There is no clear line of demarcation between a sale and a reorganization. Where some- 
one who has had no interest in the distressed business acquires it by putting up new money 
which is distributed to those who have an interest in the business, the transaction is obviously 
a sale. Where no new money enters the arrangement and the interests in the company are re- 
allocated among the old investors, the transaction is obviously a reorganization. Between these 
two clear-cut cases there are many variations and it might be difficult to classify realistically a 
few transactions which could be posited. But nothing is likely to turn on classification in the 
close cases. The terms “sale” and “reorganization” are useful primarily in connection with 
an analysis such as the one undertaken in this article, and precise definition of these terms is 
unnecessary for that purpose. It should be noted, however, that an arrangement which funda- 
mentally is a sale can take the form of a reorganization. An example of this relationship is pre- 
sented where an outsider first buys up the Claims of juniors and then proposes a reorganization 
plan under which he, as holder of the junior securities, will pay off the senior obligations in 
full. In this situation the arrangement could be indifferently embodied in either a sale plan or 
a reorganization plan. 


/ 
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Decision by majority vote is to be expected in a democratic society; 
it preserves the voluntary appearance of the process and may act to 
check abuse of authority by officials. But not all questions can be left 
to the vote of competing classes of claimants. They obviously cannot 
decide which of their numbers are and are not to have a vote when 
there is a disagreement on that very issue. Nor can participating classes 
be depended upon to resolve their differences as to disposition of the 
business without going beyond the boundaries of feasibility. The au- 
thority given the majority of a class to bind its minority members 
makes it all the more necessary for some disinterested outsider to arbi- 
trate these clashes of interests. Under our statutory scheme the disinter- 
ested party is either the reorganization judge or a combination of the 
judge and an administrative agency. 

The determination of which classes of creditors and shareholders 
shall have a voice in formulating the program of rehabilitation is 
treated under reorganization doctrine as a function of reorganization 
value. All classes whose claims, taken in the order of their priority and 
at their nominal amounts, fit within the reorganization value are con- 
sidered as having a stake in the business. Accordingly these groups are 
allowed to participate through appropriate representation in drawing 
up the program and to vote upon it. The classes that are wholly elimi- 
nated by reorganization value are given more limited rights. To protect 
their interests they must be able to take part in hearings concerned 
with fixing that value, and have the right of appeal to correct irregu- 
larities or errors in the valuation process. Once reorganization value 
has been properly established the groups eliminated by it should have 
no further standing in the rehabilitation proceedings. Two exceptions 
might be in order. Eliminated classes perhaps should be allowed to 
demonstrate either that a change in conditions prior to completion of 
the proceedings makes it reasonable to increase reorganization value 
enough to accommodate them or that the business should be sold 
instead of reorganized because an advance in market prices enables 
them to share in the sale proceeds. We will return later to these pos- 
sible exceptions. 

More difficult is the problem of settling differences between classes of 
participants as to disposition of the business or as to reorganization plans. 
In many situations a number of plans can meet the fairness and feasi- 
bility standards as presently construed. Where one such plan is cham- 
pioned by senior security holders and another by juniors the reorgani- 
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zation might be stymied unless one of the groups could be forced to 
yield. Similarly there might be an impasse where one group favors a 
given plan and the other class opposes it without coming forward with 
an alternative fair and feasible plan. It was suggested earlier that the 
dilemma could be avoided by reducing reorganization value just enough 
to eliminate the marginal junior class from the enterprise. But this ma- 
neuver is questionable and in any event it seems to be manageable only 
when a slight shift in reorganization value will turn the trick and there 
is adequate evidence in the record to justify the lower value. In most 
cases a more direct and flexible approach is needed. That need is filled 
by the explicit or implicit power of the reorganization court to cram 
down a fair and feasible plan upon a dissenting class of claimants.** 
It is this power which is at the root of judicial control over the ultimate 
disposition of a company undergoing reorganization. 

In theory it appears that the cram-down could be used against either 
a senior or a junior class. In practice it is unlikely to be employed 
against seniors. A judge understandably is apt to feel that the seniors 
are making a greater sacrifice or have more at stake than the juniors 
and therefore their plan is entitled to greater weight than that endorsed 
by the juniors. But courts not infrequently have threatened to use the 
cram-down power in order to spur seniors into proposing a plan or into 
adopting a more conciliatory attitude.*" Moreover, it is not difficult to 


envisage a situation in which a court might actually cram down on 
uncooperative seniors a plan sponsored by juniors. A case in point is 
presented when seniors want to sell the business at the current market 
price while the juniors propose a plan of reorganization. 

Such a case furnishes a helpful setting for further analyzing the in- 
ternal relationship of the three principal aspects of reorganization doc- 


3 The term “‘cram down” is sometimes employed in a more limited manner than it is here. 
Throughout this article it refers to the power of a reorganization court to force any dissenting 
class into an arrangement which it refuses to accept voluntarily. The more limited usage con- 
fines the reference to the court’s power to force a senior class into such an arrangement. See 
Bankruptcy—Corporate Reorganization under Chapter X—Compelling Assent and Barring 
Bad Faith Creditors, 25 N. Y. U. L. Q. Rev. 115 (1950). 

The cram-down clause in subparagraph (e) of Section 77 is discussed at length in RFC v. 
Denver & R.G.W.R. Co., 328 U.S. 495 (1946). As to the power to cram down a plan on seniors 
So 179 of Chapter X, see Country Life Apartments, Inc. v. Buckley, 145 F. 2d 935 

C.A. ad, 1944). 


+ One form of prodding is the threat to “put the debtor on the block” by transforming the 


the threat has frequently been made in both 
equity receivership reorganizations and statutory reorganizations. 
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trine: reorganization value; the fair and feasible plan; and control 
over disposition of the business (with particular emphasis on how the 
control is shared by the participants and the court). Where reorgani- 
zation value cuts out all but one class of security holders, a disagree- 
ment among that class whether to sell or reorganize is like a family 
fight in which a minimum of judicial intervention is reeded. The court 
clearly should make certain the sale market has been thoroughly can- 
vassed so that the highest bid accurately reflects the market. In addi- 
tion it has the duty to ascertain whether the votes are cast in good faith 
and to disqualify any that are prompted by interests that conflict with 
those arising from investment in the distressed business. With these ex- 
ceptions it seems reasonable to rest the decision with the investors. 
There miyut be occasions when the judge and his advisors believe that a 
sale is preferable to a reorganization, or vice versa, or that the highest 
bid so far received is too low, though the market has been well sampled. 
It may be tempting for the court to impose its judgment by refusing 
to approve one of the alternative plans or by preventing the investors 
from voting to sell where the top bid seems unsatisfactory. Such moves 
could be defended as necessary to protect investors—particularly where 
there are many small investors—from their own folly in choosing a 
course which seems imprudent. That sort of protection, nevertheless, 
is incompatible with our belief in economic democracy. The court cer- 
tainly should feel free to express its views and provide investors with 
the opinions of experts. But in dealing with an industrial company no 
consideration appears paramount to permitting those who have capital 
already committed to decide whether to liquidate or reorganize.** 


38 If there were an even split in the class over whether the business should be sold or re- 
organized the court might have to settle the issue. It might be argued that the court should 
favor reorganization because the investors who wish to sell can in effect do so by selling their 
securities on the market. However, there may be a difference between the price for individual 
sales of securities and the pro rata share of the price which could be obtained for the entire busi- 
ness. See 1 Bonbright, Valuation of Property 244-49 (1937). 

Not infrequently it is remarked that there is a public interest in having distressed indus- 
trial enterprises reorganized rather than sold. This assertion is difficult to handle unless its 
reference and assumptions are made explicit. It seems unlikely that it refers to sale of a business 
as a going concern inasmuch as the public has little interest in whether the company is run 
by its old owners or by a new group which purchases the enterprise. If there were any public 
interest here, it probably would be on the side of removing the management which has been 
associated with the distress. More likely the assertion means that there is a public interest in 
having a business continued in operation rather than sold for scrap. The assumption here 
apparently is that no matter how inefficient or economically unnecessary the enterprise may 
be, the public is benefited if the assets are maintained as a going concern. The error in this 
proposition is so evident that an exposition of it is unnecessary. Possibly the remark is intended 
to have a more limited sweep. It may mean only that the public has an interest in preventing 
a hasty and ill-informed decision whether to maintain or scrap the enterprise. If so, there is no 
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Where the controversy over sale or reorganization is not within a 
single class but is between two classes, both of whose claims are or may 
be accommodated within the reorganization value, the essence of the 
problem under reorganization doctrine is different. Presumably the 
seniors favor immediate liquidation at the prevailing market price while 
the juniors insist upon either reorganization at a higher reorganization 
value or a sale at not less than that value. Such a dispute between 
classes best exposes the basic antagonism between the enforcement and 
renegotiation pressures surrounding our corporate rehabilitation sys- 
tem. The dispute neatly frames the question whether seniors can de- 
prive juniors of their “rights” under a fair plan built on reorganization 
value by bringing about a sale at a lesser amount. It is a question which 
goes to the nucleus of our reorganization system. Obviously it is one 
which must be answered by the court and not by the contending parties. 

The available procedure most suitable for resolving this question is 
to have the court set as an upset price an amount below which it will 
not approve a sale.** There is a statutory requirement that the upset 
price be “fair.” No criteria of fairness are specified in the act but the 
meaning of a “fair” upset price evidently is closely allied to the meaning 
of a “fair” plan. On first impression it may seem that in reorganization 
theory a fair upset price must always be reorganization value.“ If it is 


higher it is too harsh on the seniors; if it is lower it appears to deprive 
juniors of the full measure of value which reorganization is designed 
to give them. But this analysis is based on the erroneous assumption 
that, in a reorganization, juniors are entitled to an amount of reorgani- 
zation currency measured by the excess of reorganization value over 


need to consider the point in this analysis of reorganization. Under Chapter X the decision 
whether to scrap or operate is accorded a proper place in the proceedings. See Cary, Liquida- 
tion of Corporations in Bankruptcy Reorganization, 60 Harv. L. Rev. 173 (1947). For a dis- 
cussion of the importance of the reorganization-versus-liquidation (as scrap) issue see Buchan- 
an, The Economics of Corporate Enterprise, c. xiv (1940). Note particularly the shortcomings 
in the procedure provided by the equity receivership reorganization for deciding this issue. 


3* Section 216(7) of Chapter X, 52 Stat. 896 (1938), 11 U.S.C.A. § 616(7) (1946); cf. Sec- 
tion 77(b)(s), 48 Stat. 912 (1934). 


# In the Keeshin Freight Lines reorganization the SEC appeared to equate a fair upset 
price with reorganization value (which it termed “going concern value”). In analyzing a plan to 
liquidate the company at not less than a certain upset price, the SEC commented: “But unless 
liquidation value is greater than going concern value, it is manifest that its use deprives credi- 
tors and shareholders of the full measure of value which is rightfully theirs.” Keeshin Freight 
Lines, Inc., SEC Corp. Reorg. Release No. 78 (1949). The Commission then went on to de- 
termine what it believed was fair reorganisation value, making no distinction between a fair 
value for reorganization purposes and for upset price purposes. The absence of such a distinc- 
tion probably was not merely an oversight, in view of the fact that the’ Commission was 
simultaneously nr a ee en a eae eT 
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the total nominal claims of seniors. The fallacy of ignoring the quality 
of the paper allocated to the seniors has already been pointed out in 
connection with the mathematics of reorganization. The share of reor- 
ganization value to which the juniors can lay claim under a fair plan 
is the residue after seniors have been given the equitable equivalent of 
their old rights. To equate fair upset price with reorganization value 
is to confuse real money with reorganization currency. Only in the 
former and not in the latter does three dollars total value less two 
dollars of senior claims necessarily leave a one dollar residue of value 
for juniors. 

These sets of relationships might suggest appropriate guides in fixing 
an upset price. In the extreme they seem to indicate that a fair upset 
price could not be ascertained without considering the real value of 
reorganization currency the juniors would receive under a fair plan 
which the court would be willing to cram down on them. They seem 
to imply that the upset sum should provide the juniors with that amount 
of real value in real dollars. When it is so viewed the upset price is 
nothing other than one application of the cram-down apparatus. This 
extreme characterization of the upset price probably is not to be found 
in official discussions of the device; but courts doubtless have been 


more or less aware of, and influenced by, the considerations which sug- 
gest that characterization.“ In fixing an upset price more than one 
court has remarked that under it juniors are as well treated as they 
could expect to be under a fair reorganization plan. 

The sale-versus-reorganization issue** also offers an opportunity for 


#*In some cases the recognition that fair upset price properly should be lower than re- 
organization value might be reflected in a disguised manner. For example, if a court believes 
that a distressed company will be sold rather than reorganized, it might approve of a lower 
going concern value than if it believes the concern will be reorganized. In doing so the court 
might feel that it is dealing with an upset price and not a value for reorganization purposes. 
There is a danger in making such a hidden adjustment. If efforts to sell fail, and reorganization 
becomes the only practical alternative, the court might find that the approved valuation 
cannot conveniently be adjusted upwards. It is interesting to compare the advisory report of 
the SEC and the memorandum opinion of the court in the Keeshin Freight Lines reorganiza- 
tion. The SEC found a reorganization value of approximately $2,100,000. The court, after 
agreeing with the reorganization trustee that ‘“‘a plan providing for a cash sale at or near the 
enterprise value is the most advantageous to the creditors,” reduced the reorganization value 
to $1,700,000. In re Keeshin Freight Lines, Inc., 86 F. Supp. 439 (IIl., 1949). 

# An excellent case study of the reorganization-versus-sale question is furnished by the 
Atlas Pipeline Corporation proceeding under Chapter X. The practical alternatives in the 
case were to reorganize or to liquidate at scrap value. The advisory report of the SEC analyzes 
Sele ey cone ern an Atlas Pipeline Corp., 9 S.E.C. 416 (1941). The opinion 

of the reorganization court, which comments on the advisory report, reveals some of the prac- 
tical factors which are at work in determining what disposition should be made of a dis- 
tressed company. In re Atlas Pipeline Corp., 39 F. Supp. 846 (La., 1941). 
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exploring further the relationship between reorganization value and 
market value. Because reorganization value is a fixed estimate of long- 
term average value it is not unusual to find, in our economically un- 
stable economy, that as the future of the enterprise unrolls, its market 
value at times is below reorganization value and at times above it. 
Reorganization doctrine acknowledges the possibility of market value 
climbing above reorganization value. Nevertheless, such an occurrence 
may be troublesome. If it takes place not long after a reorganization 
has been finally consummated those who were eliminated from partici- 
pation may feel especially aggrieved and press for legislation to reopen 
the proceedings. Reorganization theory perhaps should not be con- 
cerned with these reactions. But it can hardly avoid being concerned 
when a substantial advance in market value occurs after reorganiza- 
tion value has been fixed but before the proceedings have been termi- 
nated. Two possible developments need to be distinguished. 

The first consists of a marked enhancement in market value, but not 
to exceed reorganization value. Any such increase probably can be at- 
tributed to a change in a factor which was considered relevant in com- 
puting the reorganization value. Consequently, the change might lead 
to a demand that reorganization value be reviewed and increased.** For 
example, if earnings of the business rise above those projected as an 
average in calculating reorganization value, the marginal participating 
class or an excluded class may argue that a new valuation is in order. 
Such an argument alone is not persuasive under reorganization doctrine. 
In estimating average earnings it must have been contemplated that 
there would be fat as well as lean years. Unless a change in conditions 
is reasonably likely to work a long-run and significant improvement in 
the affairs of the company, an immediate upturn in earnings ought to 
be ignored because already taken into account. 

The second possible development is an advance in market values of 
sufficient magnitude that the securities allocated (or to be allocated) 
to the seniors sell above their nominal values. A marginal participating 
or excluded junior class might attempt to utilize such an upturn in one 
of two ways. It might try to reopen the valuation question by pointing 
out that the market prices, which represent independent appraisals of 
the company’s future by investors, reveal the inadequacy of the reor- 

43 The reorganization of the Denver & Rio Grande Western Railroad under Section 77 


probably best illustrates this situation. See RFC v. Denver & R.G.W.R. Co., 328 U.S. 495 
(1946); Insurance Group Committee v. Denver & R.G.W.R. Co., 329 U.S. 607 (1947). 
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ganization value.** Or the class might try to end the reorganization 
proceeding by paying off the seniors in full with new money raised by 
the sale of new securities or otherwise.“ Courts are disposed to be 
sympathetic to these efforts though the possibility of succeeding may 
encourage junior classes to stall reorganizations in hopes of catching 
a rising market. Permitting changes of the kind described prevents 
seniors from obtaining what might be regarded as windfalls and appears 
in harmony with the design of reorganization to prevent unnecessary 
forfeitures by junior classes. But one limitation on the liberty extended 
juniors seems desirable: at some point the reorganization process should 
be treated as at an end, and all rights created under it should be deemed 
irrevocably vested.** 

In looking into the relationship between market value and reorgani- 
zation value we have noted how it might be thought to bear on deciding 
whether a distressed business is to be sold or reorganized. To an extent 
largely unknown, courts may consider the relationship in exercising 
their ultimate control over disposition of the business where partici- 
pating classes are in disagreement. It has been suggested by others, 
however, that courts are motivated by a simpler line of reasoning: 
Reorganization value is someone’s guess as to what the value of the 
business will be during “good times.” The court adopts it to prevent 
the juniors from being squeezed out at a lesser valuation. Thus reorgan- 
ization value is always a kind of upset price; it is an upset price used 
when reoganization rather than sale is to be the solution of the distress. 
When courts believe we are at a low stage in the “business cycle” they 
will approve of reorganization values and upset prices which are sub- 
stantially above prevailing market price levels. When they believe we 
are at a fairly high stage in the cycle, courts will refuse to endorse such 
differentials. Under this explanation the critical factor in the reorgani- 


44 The United States Supreme Court in the second Denver & Rio Grande Western Rail- 
road case implied that such an event might be grounds for reopening a plan prior to comple- 
tion of the reorganization proceedings. See particularly footnote 6 and the related portion of 
the text of the majority opinion. Insurance Group Committee v. Denver & R.G.W.R. Co., 
329 U.S. 607, 617 (1947). 

45 See Knight v. Wertheim & Co., 158 F. 2d 838 (C.A. 2d, 1946). 

# A detailed discussion of this general problem is contained in Miller, Status of Economic 
Interests in Proceedings Under Chapter X After Confirmation of the Reorganization Plan, 
24 N.Y.U.L.Q. Rev. 707 (1949). The problem is pointed up by the efforts of juniors to keep 
open the reorganization of the Chicago, Milwaukee, St. Paul and Pacific Railroad under Sec- 
tion 77 in order to take advantage of proposed legislation which was being considered in 
Congress. In re Chicago, M. St. P. & P. R. Co., 155 F. 2d 489 (C.A. 7th, 1946). See also In re 
Chicago, Rock Island & Pacific Ry. Co., 162 F. 2d 606 (C.A. 7th, 1947). 
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zation process is the optimism or pessimism of the judge regarding the 
economic future. He will permit a sale at market value if he believes 
that conditions are not likely to improve markedly, but bar a sale, 
through fixing a comparatively high upset price, if he feels that pros- 
perity is not gone forever. 

This simple explanation no doubt contains a significant element of 
realism. Judges surely are influenced by their intuition concerning the 
economic future just as all the expert guessers are so affected. But to 
offer this as an adequate analysis of reorganization value and the upset 
price is to assume that the whole procedure of reorganization is a sham. 
If someone’s intuition accounts for reorganization value it may as easily 
account for all the other aspects of the process. There are people who 
think or say that legal actions always are merely ceremonies to act out 
or glorify decisions already made. Corporate reorganizations are espe- 
cially singled out by them as illustrations of the point—apparently 
because of the grandiose magnitudes involved.** No one however has 
yet shown that the ordinary corporate reorganization is any more or 
less stagecraft than the mine-run tort action. To attempt demonstration 
here that the reorganization process has a genuine foundation would be 
foolhardy. Those who at this date are convinced that a typical tort 
action is a sham are not likely to accept a different interpretation of a 
reorganization. All others can appreciate a significant distinction. Reor- 
ganizations might be based on fictitious values and subjective judg- 
ments; but those who operate the process and accept its doctrines do 
not think they are playing a game or acting under false pretenses. 


V 

Completion of the analysis of liquidation compared with reorgani- 
zation enables us to return to the subject of fair and equitable plans, 
and discuss another phase of it. Using reorganization value is a way of 
inflating the putative value of a company beyond its market value. This 
extra value is allocated among participants by means of a plan which 
must be fair and feasible. The cram-down and upset-price apparatus 
guard against maneuvers which might frustrate the inflation. The end 
result fulfills the basic objective of reorganization: Junior interests re- 
ceive something of value, out of the extra value, which would have been 
denied them under a market-place regime. The value conferred on 
juniors must be withdrawn or withheld from seniors but the intricacies 


47 Compare Arnold, The Folklore of Capitalism, c. 10 (1937). 
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of reorganization tend to obscure the route by which the transfer is 
effectuated. We are now in a position to trace the course by which 
extra value is redistributed through fair reorganization plans. For con- 
venience we shall postulate that there are the practical alternatives of 
selling distressed businesses at prevailing market prices or reorganizing 
them. The reality of this proposition has already been discussed. To 
expedite the analysis we shall also assume that sales at market prices 
would afford no return to those juniors who could participate in reorgani- 
zations predicated on reorganization values. 

Several varieties of reorganization plans usually can be formulated 
in any particular case, but for our proximate purpose all plans may be 
viewed as falling into two-polar patterns. One consists of differentiating 
between the junior class and the senior class by allocating to the juniors 
only new securities which are subordinate to those allocated to the 
seniors. This arrangement may be termed a “vertical” plan. The other 
entails dividing a single issue of new securities between the juniors and 
seniors. This may be called a “horizontal” plan. 

In a horizontal plan it is evident that the extra value conferred upon 
the juniors is initially taken from the seniors. Presumably the aggre- 
gate market prices of the securities in the new single issue approximates 
the market value of the enterprise. A part of this enterprise market 
value, the whole of which by our postulate would have belonged to the 
seniors if the business had been sold, is immediately transferred from 
the seniors to the juniors when they are given some of the new securi- 
ties. But under reorganization doctrine this transfer is supposed only 
to be a temporary loan. When the company attains its full reorganiza- 
tion value, through a sufficient increase in its market value, the doc- 
trine assumes the seniors will have been repaid completely by the in- 
crease in value of their new securities. In a vertical plan it may not be 
evident that any excess over market value conferred on the juniors is 
taken or even merely initially “borrowed” from the seniors. It is some- 
times suggested that the model vertical plan is one so constructed that 
at the outset only the new senior securities have value while the new 
junior securities are practically worthless.** Thereunder extra value 

# Describing the securities as “practically worthless” confuses analysis. If the securities 
are wholly worthless at present, that means investors do not believe they have value now or 
will have value in the foreseeable future; and if they are wholly worthless, it is senseless to 
allocate mere pieces of paper to the juniors. If the securities have some worth at present, then 
part of the total value of the enterprise is being given to the juniors, and the present value of 


the securities reflects the judgment of investors as to their value in the future. A present low 
value might indicate investors believe (among other possibilities) that the securities have a 
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would seem not to be taken from the seniors, but to come into existence 
only if and as the market value of the company increased. An illustra- 
tion is furnished by a plan to issue common shares to the seniors and 
to allot the juniors warrants to purchase such shares. If the warrants 
are initially almost worthless they would acquire value as the market 
value of the entity improved. As a corollary it might seem that exercise 
of the warrants would not deprive the seniors of any value which had 
been allotted to them. 

But these analyses of vertical and horizontal plans are incomplete. 
They ignore the risk of a further decline in the market value of the 
business. If a sale at market value were permitted in place of a reor- 
ganization the seniors would actually receive a certain sum of money. 
The purchaser would then bear the risk of a decline in value and stand 
to gain the full benefit of an increase in value. By being forced into a 
reorganization to protect the reorganization value “belonging to” the 
juniors, the seniors are required to accept a position inferior to that 
which a purchaser would voluntarily acquire at market price. The 
seniors are compelled to bear the entire risk of decline but are given 
only a fractional share of any improvement. This is equally true of 
vertical and horizontal reorganization plans, though in the latter the 
risk of deterioration may deceptively appear to be divided between the 


juniors and seniors. To the juniors the decline would be merely a reduc- 
tion in the value initially transferred to them from the seniors when 
reorganization value was substituted for market value in the enforce- 
ment of rights. To the seniors the decline would be a further real loss 
in their investment as measured by market values. 


VI 
There remains for consideration the ultimate question about our 
reorganization system: Is a fair plan a just plan? One approach to this 
problem has already been explored in part. It consists of explaining why 
the market apparatus is inadequate in reorganizations and then argu- 
ing that a fair plan based on reorganization value simulates the results 
an adequate market would reach. The assumptions and weaknesses of 
this treatment of the question have been indicated. Three other ap- 
proaches, which do not necessarily assume anything about the ade- 

quacy of the market, invite attention. 


chance, but only a slight one, of having a great value in the future. If that chance materializes 
it cannot be said the increase in value was not taken into account by investors in initially ap- 
praising the securities. 
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The first seeks to defend the justness of a fair plan in terms of the 
reasonable expectations of the parties to security contracts. In our so- 
ciety, it has been argued, senior claimants are predominantly interested 
in receiving the income for which they have contracted. All the protec- 
tive devices contained in the contracts, including rights on default, are 
merely ancillary to the receipt of income from the investments. Reor- 
ganization by means of a fair plan is only another method of making 
that income available to the seniors. It therefore does no more than 
carry out the primary intentions of the parties and satisfy their reason- 
able expectations.** Strict enforcement of default provisions at market 
prices causes perverse results. It would distort the contractual scheme 
by placing rights on default ahead of the right to receive income. More- 
over, a fair-plan reorganization upon default has for all practical pur- 
poses replaced other means of “enforcing” the claims of seniors. In 
making their investments the seniors accordingly should have under- 
stood that the rules for reorganization automatically became terms of 
the contracts. 

The rhetoric of this argument may be appealing, but the logic is not 
without a flaw. In part there seems to be confusion of cause and effect. 
The right to income appears to be of paramount importance to investors 
partly because our system of corporate rehabilitation has stressed that 
right above all others. Similarly, reorganization under a fair plan is to 
be expected upon default because that is the treatment we have pre- 
scribed. To the extent such circularity is present this approach has the 
weakness of justifying a fair plan reorganization by the fact that it, 
rather than some other procedure, has been authorized by law. 

The second approach attempts to support the justness of fair plan 
reorganizations by pointing to the widespread endorsement of that sys- 

4# The emphasis on the income factor in reorganizations may have been further stimulated 
by the approach of the SEC in simplification plans under the Public Utility Holding Company 
Act. See Otis & Co. v. SEC, 323 U.S. 624 (1945). 

The similarity between the guides for compensating seniors under a Chapter X reorganiza- 
tion and under a PUHCA simplification calls for further comment. Both sets of guides are 
viewed as being part of the absolute priority doctrine. This means that under both sets con- 
tractual priorities are to be recognized and higher ranking claimants are to be equitably com- 
pensated before lower ranking claimants are awarded anything. The basic difference between 
the two is that a reorganization is treated as a substitute for liquidation, and therefore as an 
occasion for the maturing of default rights, while a simplification is treated as not maturing 
such rights. Consequently, in a simplification seniors are entitled to the equitable equivalent 
of the value of their securities as constituted immediately before simplification or, stated in 
another manner, the investment value of such securities; while in a reorganization seniors are 
not only entitled to the value of their securities immediately preceding reorganization, but to 
the equitable equivalent of their entire position, including that part of it which arises from 
the maturing of their rights on default. 
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tem by investors. Many senior security holders, especially institutional 
ones, seem to approve strongly of reorganization under a fair plan. 
In fact they frequently offer to renegotiate their security contracts 
before the debtor company reaches a financial crisis so as to help it 
ward off insolvency proceedings.®° Sometimes they are willing to extend 
maturity dates or accept other adjustments without demanding full 
equitable compensation. Once an insolvency action has commenced 
these investors often try to speed up the process in order to restore 
regular income payments by the distressed business. From such obser- 
vations it has been contended that a fair plan is a just plan because the 
seniors themselves prefer it. 

This contention may have merit but it comes close to asserting too 
much. When told that seniors favor voluntary adjustment or the rapid 
development of a fair plan, we must ask what alternatives are available 
to them. They may prefer voluntary adjustment to statutory reorgani- 
zation; or they may prefer a quick reorganization to a slow one. But 
these preferences are not strong indications of how they would react 
to strict enforcement of security contracts at market values if that 
alternative were proffered. Furthermore, the contention readily lends 
itself to regarding all seniors as having the same attitude as the arche- 
type institutional investor. It is obvious that a uniform attitude is im- 
probable in most cases. The wide variety of investors who purchase 
senior securities surely do not have an identical hierarchy of interests. 
To ignore the differences is to flirt with the dangerous assumption that 
what a majority considers good is good for all members of its class. 
In the renegotiation of security contracts it has long been recognized 
that an uninformed majority of a class may need protection from an 
aggressive minority. But of equal importance is the point that every 
minority may need protection from the majority of its class. Otherwise 


5° The attitude of the archetype institutional investor might be reflected in the provisions 
of the Railroad Modification Law of 1948, 62 Stat. 162 (1948), 49 U.S.C.A. 73 (Supp. 1950). 
Under the law a specified majority of a class can bind the minority to a renegotiation of their 
security contracts though the debtor has not defaulted and no insolvency proceeding is immi- 
nent. The ICC must approve the plan but this feature does not alter the underlying authoriza- 
tion for renegotiation by majority rule prior to default. See Hand & Cummings, The Railroad 
Modification Law of 1948, 48 Col. L. Rev. 689 (1948). It has been suggested that institutional 
investors did not oppose the legislation because plans under it are likely to affect junior bond- 
holders rather than senior bondholders, and the institutional investors are primarily interested 
in the senior issues. But see In re Baltimore & Ohio R. Co., 63 F. Supp. ses Oia. 1945), for 
the views of institutional bondholders as to the readjustment of certain Baltimore & Ohio 
Railroad junior bonds under Chapter XV of the Bankruptcy Act. It has also been suggested 
that institutional investors might have been willing to support the Railroad Modification 
Law in order to avoid passage of legislation less favorable to them. 


j 
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we could simply dispense with our present notions of fairness and be 
content to accept almost any plan to which the majority of each par- 
ticipating class would agree. 

The third approach attempts to establish the justness of a fair plan 
by linking reorganizations to our economic instability. In an economi- 
cally stable society built on private property foundations the compul- 
sory renegotiation of security contracts would likely be regarded as 
both inexpedient and unjust. But in a highly unstable economy such as 
ours the instability may be the most significant factor in forming public 
policy as to enforcement or renegotiation of contracts. To some extent 
the instability probably affects the expectations of the contracting par- 
ties. But regardless of their actual or presumed expectations the society 
may wish to alter their deals to adjust for violent economic fluctuations 
which it permitted. To attenuate ramifications of a great downswing, 
for example, the society may refuse to enforce strictly certain types of 
contracts. The attitudes which result in such a move can at best be only 
vaguely articulated. It can be said that the society will hesitate to en- 
force strictly those contracts which turn out to be unduly harsh for 
large numbers of persons. Or it can be said that if a bargain proves to 
be too good there will be reluctance to enforce it literally and thereby 
confer a windfall upon a fortunate but not necessarily deserving party. 
In the case of security contracts this general feeling may be reinforced 
by another circumstance. The instability of the economy is itself aggra- 
vated by the efforts or willingness of seniors to minimize their risks by 
concentrating all risks on the juniors.** Knowing the economy is un- 
stable, the seniors may be asking too much of the juniors when they 
contract for them to accept not only the risk of loss from operations of 
their businesses, but also risk of loss through a deterioration in general 
economic conditions to which the contracts contribute. 


5t Reorganization proceedings are commenced in times of high economic activity as well as 
in depressed timés, although the former group of cases is relatively small in number. It might 
be expected that in nondepression proceedings there perhaps will be greater emphasis on 
liquidation or sale rather than reorganization and greater caution in finding a reorganization 
value substantially in excess of market value. Where financial distress of an enterprise is not 
paralleled by general economic distress, the usual arguments about the market as a poor 
governor of values seem out of place. Consider, for example, the current Chapter X proceed- 
ing to reorganize the Tucker Corporation, which became insolvent at a time when the auto- 
motive industry and the country generally were enjoying a very high level of economic activity. 
In the matter of Tucker Corp., Docket No. 48-B-s30 (N.D. IIL, 1950). It is not unlikely 
that courts are influenced by the economic environment surrounding financial distress even if 
their reported opinions do not discuss the matter. 


s “What is less clearly avprehended is the aggravated instability of the whole economy, 
and the obstacle to deliberate monetary stabilization, which corporate debt structures pro- 
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In our society it may not be manifestly just to allow or compel rene- 
gotiation of security contracts but it may be more unjust to enforce 
such contracts strictly and thereby let widely fluctuating market values 
govern the rights of the parties. Renegotiation through reorganization 
under a fair plan based on reorganization value may be the least un- 
satisfactory adjustment to economic instability. This perhaps is the 
most persuasive justification for our system of corporate reorganiza- 
tion. But the effects and accomplishments of the system should not be 
overstated. At most the system results in what is thought by many 
to be a more equitable way of adjusting rights among those who have a 
financial interest in distressed companies. Beyond this its demonstrable 
reach is almost negligible. Its bearing on the instability of the economy 
has been the subject of inconclusive argument. Some have urged that 
the system might act as a brake on serious downward movements 
through warding off wholesale liquidations of corporate securities by 
investors in anticipation of foreclosures at depressed market prices. 
With equal if not greater force others have reasoned that such fore- 
closures aid recovery from depressions by eliminating old debts and 
thereby providing a basis for new investment in the financially dis- 
tressed enterprises.®* In any event the net effect of the reorganization 
system on economic instability is unlikely to be significant and the sys- 
tem cannot reasonably be rated as an important instrument for main- 
taining stability. Likewise the system has an indeterminate, but cer- 
tainly a very slight, effect on the composition of the capital structures 
of enterprises. By protecting junior interests in time of distress it might 


duce in their aggregate. It should be obvious what desperate and frantic struggles for corporate 
liquidity mean in total where the economy has slipped into general recession which, debt 
structures apart, might prove innocuous and short-lived. They may well mean the difference 
between a mild recession and a precipitous, catastrophic deflation.” Memorandum prepared 
by Henry C. Simons, quoted in Groves, Postwar Taxation and Economic Progress 33-34 
(1946). For a broader consideration of the effect of debt on the economy see Fisher, Booms 
and Depressions (1932). 


53 “Bankruptcy, business failures and foreclosures in depressions of the past may not have 
been ‘just’ but they probably did contribute to recovery. When the old owner was wiped out 
and the creditor became the owner, the debt was wiped out and there was a basis for new 
savings to flow into investment in the form of debt. . . . Bankruptcy as a corrective for over- 
indebtedness of the economy is tending to decline. . . . [Pjublic opinion appears to have been 
becoming progressively less sympathetic with, or tolerant toward, foreclosure. . . . Thus, the 
incubus of debt remains largely intact, and there is a reduced basis for new savings flowing into 
investment. Bankruptcies and foreclosures in the heyday of the free enterprise system wiped 
out not equities but debt, and were an important contribution to turn from depression to 
prosperity, and to affording a basis for financing the prosperity.” Jones, Investment Prospects, 
2 J. Finance 15, 24 (1947). To the extent the reorganization system replaces foreclosure at 
market value with adjustment at reorganization value it apparently contributes to this trend. 
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make equities somewhat more attractive to investors in general. But 
this very protection might encourage corporate directors, elected by 
junior interests, to indulge in heavier debt financing than they would 
sanction absent the protection. In no other respect can the reorgani- 
zation system be made to appear as an aid to implementing sound 
monetary and fiscal policy designed to promote economic stability and 
well-being.®* In the end its most significant aspect for society as a whole 
may be a negative one: The junior interests who are relieved by it from 
the judgments of the market are rescued without the direct disburse- 
ment of public funds for their benefit. 


54 One minor qualification may be in order. It has been said that, as part of the broad pro- 
gram for building up confidence in the securities market by government supervision and related 
actions, the reorganization system contributes to establishing conditions for increased useful 
investment. This statement is open to at least three challenges. Is increased investment neces- 
sarily useful? Does so-called investor confidence result in more or less investment? Does the 
reorganization system have any appreciable effect on the decision of a person to invest or not? 





THE ARGUMENT PHASE OF 
TAXPAYER POLITICS* 


Roy Biovcezt 
I. INTRODUCTION 


EDERAL TAX POLICY is developed in a welter of clashing opin- 
Pi The major source of controversy is the conflict of interest that 
exists among different although often overlapping economic groups 
—businessmen, industrial workers, farmers, creditors, debtors, landlords, 
persons with large incomes, persons with small incomes, and so on. Mem- 
bers of Congress, who are the principal makers of tax policy, are pre- 
sumed to represent the interests of the whole public. They are elected on 
a geographical basis and do not, at least formally, represent specific eco- 
nomic interests. Such interests achieve the practical effect of representa- 
tion through organized groups with paid advocates—the lobbyists—who 
work for proposals to reduce, or prevent an increase in, the tax loads of 
their respective groups.' In effect each group endeavors to push part of its 
load on to other groups through securing favorable legislative changes. 
The art of taxpayer politics is to persuade the necessary majority of 
the makers of tax policy—whether in the given situation these are the 
voters generally, the members of Congress, or a small group of the latter— 
to vote in the desired way on tax proposals. The persons who successfully 
practice this art become experts in knowing what causes a policy maker 
to decide a tax issue in a certain way, and use that knowledge to achieve 
their ends. The chief task of the lobbyist appears to be to bring and keep 
before the attention of the policy maker the considerations which will 
lead him to make a favorable decision. The factors that motivate policy 
decisions are complex. Some have little relation to the public interest; 
even irrational and subconscious factors are present. Deep-seated preju- 
dice, personal friendship or hostility, domination by a political boss or a 
powerful constituent, party loyalty, a trade for votes on other measures, 


* This article is from a forthcoming book on the formation of federal tax policy, to be pub- 
lished by Prentice-Hall. 

t Professor of Economics and Political Science, University of Chicago; Member of the 
Council of Economic Advisers to the President. 

* With respect to lobbies and pressure groups in general, see Herring, Group Representa- 
tion Before Congress (1929); Schattschneider, Politics, Pressures and the Tariff (1935); Key, 
Politics, Parties, and Pressure Groups (1942). 
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or the personal taxpayer interest of the policy maker may override the 
merits of a tax issue in the final decision. How important relatively are the 
various factors in the determination of tax issues? 

While no attempt will be made here to answer this question, it may be 
observed that taxpayer groups and their representatives go to great effort 
and expense to argue the merits of the issues. Speeches, reports of special 
study groups, and newspaper releases are methods of getting these argu- 
ments before the public. The thousands of pages of reported hearings be- 
fore the House Ways and Means Committee and the Senate Finance 
Committee are devoted almost entirely to (1) the presentation of tax pro- 
posals, and (2) the statement and elaboration of arguments designed to 
show why the proposals should be adopted or rejected. Much the greater 
number of words is devoted to the arguments. The information on which 
tax policy decisions are made comes to the attention of the taxing com- 
mittees largely through these arguments. The development and presenta- 
tion of the arguments is a major element in the art of taxpayer politics. 

The purpose of arguments is to persuade the policy maker that the pub- 
lic interest would be promoted by the adoption of a tax proposal which 
would financially benefit its advocates. Regarding some proposals, the 
direct financial interest of the great majority of the people may be quite 
clear. Such proposals rarely create active tax issues. Regarding other pro- 
posals, the public interest may be difficult to ascertain. The amount of di- 
rect cost or benefit involved to each member of the public may be so small 
and uncertain that other tests of the public interest take on great impor- 
tance. It is to these indirect and somewhat subtle public interest objec- 
tives that arguments are commonly addressed. 

The nature of the arguments will appear from an example. When the 
witness for a taxpayer interest group appears at hearings before the con- 
gressional taxing committee, he does not merely say, and often does not 
say at all: “Please adopt our proposal because it would benefit us.’’ It is 
always assumed that each witness thinks he and his group would be 
benefited by the action he proposes. The argument is usually on a high 
plane of public welfare. The witness may indeed point out that his in- 
dustry is subject to an unusual hardship, but even in this case the testi- 
mony usually goes beyond the private benefit to consider the public in- 
terest. Witnesses do not argue that their proposals would benefit per- 

i is generalization is noted in the reported statement of a congressman to 
spokesmen for the National Council of Salesmen’s Organizations, lobbying for repeal of excise 
taxes: “Why don’t they get together and tell us how repeal would benefit the country, instead 


of cack trylen (0 tall os aur 0 eek bined tle ae N.Y. Times, § 3, p. 4, col. 3 
(June 19, 1949). 
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sonally the members of the committee except as these are part of a much 
larger general group. 


II. THe Mayor Groups oF ARGUMENTS 


The witness often begins by presenting to the committee a general 
philosophy of taxation as it relates to the public welfare. The number 
of different thought-patterns on this subject is extremely small, and there 
is repeated, often tedious duplication by successive witnesses. The witness 
then states that his proposal would benefit the country as a whole and 
in the long run would benefit almost everyone. With more or less skill he 
then presents one or more arguments by which he hopes to establish this 
proposition in the minds of the committee members.’ Occasionally the 
arguments are imaginative and even brilliant. But in general they run 
in a fairly routine and predictable pattern with only minor shades of 
variation. Almost all of them fall roughly into ten groups. 

1) The proposal will increase (decrease) revenue. A dollar of tax revenue 
collected by the government is a dollar taken from some taxpayer. All 
makers of tax policy dislike to increase taxes and would much prefer not 
to have any taxes at all, other things being equal. But since the major 
purpose of taxes is to raise revenue, proposals which would increase reve- 
nue have that fact in their favor, while a prospective revenue decrease is 
a consideration against adopting a proposal. Whatever else a congres- 
sional taxing committee desires to know about a tax proposal, the effect 
on revenue is always asked, and the more specific the answer the better. 
The importance of the revenue argument varies greatly depending on 
whether the need for revenue is increasing or decreasing, but in either case 
the argument is significant. The amount of the tax increase or decrease to 
other taxpayers is directly affected by the revenue change resulting from 
any particular proposal. Changes which cost substantial revenue are not 
likely to be acceptable except when the need for taxes is declining. 

2) The proposal will enlarge (diminish) tax fairness. To achieve fairness 
is a major objective of all social action and is an important consideration 
in tax policy decisions. The evolution of taxing methods has been largely 
the result of seeking better ways of distributing tax burdens. It is un- 
fortunate that the terms tax equity and tax justice are often used inter- 

4 See published reports of any federal tax hearings which were open for public testimony: for 
example, Revenue Revisions, Hearings before the House Committee on Ways and Means, 8oth 
Cong. rst Sess., Parts I-V, at 1-4118 (1947-1948). The statements of Stanley H. Ruttenberg, 
Assistant Director of Research, Congress of Industrial Organizations, at 1407-1418, and 


Don G. Mitchell, Chairman, Taxation Committee, National Association of ,Manufacturers, 
at 1447-1494, illustrate the point. 
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changeably, for they can usefully distinguish two different concepts. Tax 
equity is achieved when equals are treated equally: that is, when the same 
tax loads are placed on different persons in the same economic position. 
Tax justice is achieved when the relative burdens on people who are not 
equals in their economic position are fairly apportioned. The problem of 
tax equity is involved in the uniform application and administration of 
tax laws, and in the elimination of special privileges and special hardships. 
The relative burdens placed on persons with small incomes and persons 
with large incomes, and on single persons and married persons with de- 
pendents, are examples of the larger problem of tax justice. Various stand- 
ards are recognized for measuring tax justice with the result that argu- 
ments on this point are often controversial and confusing. In a sense, tax 
justice and equity look to the past and try to give each person his just 
deserts on the basis of what has happened in the past. 

3) The proposal will promote (destroy) a high and stable level of produc- 
tion and employment. The prosperity of the nation is a tax objective of 
high priority. Measures to promote prosperity look to the future, which 
is the only period in which they can operate. The arguments falling in this 
group are many and varied and often conflicting. The conflict is in part a 
result of confusion in the objective: for example, a stable level of produc- 
tion is not necessarily a high one, and high production and high employ- 
ment do not inevitably go together. More important, the level of produc- 
tion and employment is determined by a combination of many different 
factors, any one of which, in a given situation, may limit the amount of 
production or employment. Amounts and forms of natural resources, the 
supply of capital, skill and industry of workers, technology and know-how, 
the number and quality of enterprisers, freedom of markets, the volume 
of purchasing power in the hands of consumers, and incentives to operate 
and expand businesses are among the more important factors. Tax meas- 
ures may affect any of these. Each of two witnesses might argue that his 
position would promote a high and stable level of production and em- 
ployment, even though they argued on opposite sides of a tax proposal. 
They might be emphasizing different factors, in which case there would 
be no real meeting of minds in the argument. 

4) The proposal will encourage (discourage) an important industry or 
business group. Arguments in this group are involved in consideration of 
the protective tariff, import excise taxes, the former tax on oleomargarine, 
and ordinary revenue excise taxes, as well as various provisions of the in- 
dividual and corporation income tax laws. The well-being of any business 
is a matter both of private interest and of the public interest. The en- 
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couragement of an important industry or business group may thus be in 
the public interest. But the tax provision that encourages one group may 
discourage others, which is an undesirable result. The maker of policy 
must then decide whether the good outweighs the ill. Many people con- 
sider the promotion of specific industries and forms of business to be an 
undesirable use of taxing power. The person making the argument will, of 
course, emphasize only the side that affects his own interests. 

5) The proposal will repress (promote) socially undesirable consumption. 
Small use is made of arguments in this group. For the most part, the gov- 
ernment takes a neutral view toward what the public consumes. Some 
forms of consumption it encourages—education, health services, housing, 
for example—usually through government operation or subsidy, but 
sometimes through tax exemption. A few other forms of consumption it 
discourages because of the harmful effects on persons. Taxation may be 
used for this purpose. Taxes on narcotic drugs are clearly in this category 
while the high rate of tax on alcoholic beverages reflects at least a willing- 
ness to discourage consumption. 

6) The proposal will improve (make worse) the distribution of wealth and 
income. By “‘improve”’ is usually meant “make less unequal.”’ Some modi- 
fication of the distribution of income and wealth is inevitable in any sys- 
tem of taxes and government expenditures. Some form of the argument 
is often employed in advocating provisions to protect from taxation the 
incomes of persons at the bottom of the income pyramid or to prevent the 
concentration of wealth and economic power at the top. Almost every 
question of tax rates, exemptions, or the choice of one tax over another, 
involves the question of income distribution, but many people discussing 
these subjects do not mention it directly. The argument that taxation 
should be used deliberately to alter the distribution of income and wealth 
is a delicate one to present, at least in these bald terms, and may boomer- 
ang. Hostile reactions often arise, sometimes apparently from a form of 
class consciousness which objects to changes in distribution, at other times 
from a belief that taxation should not be used to promote the economic 
position of one segment of the population at the expense of another. The 
emotional content of reactions to arguments in this group is commonly 
very high. 

7) The proposal can readily be (cannot be) administered in a complete 
and uniform manner. “Complete” and “uniform” are in practice relative 
terms. No tax is ever administered either completely or with perfect uni- 
formity. But tax measures differ widely in this regard and, accordingly, 
ease and cost of administration may be important considerations. Argu- 
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ments in this group are never entirely absent and are, at times, decisive. 
If a tax or tax provision cannot be administered with a “reasonable” ex- 
penditure of effort and money, there is a strong case against it. 

8) The proposal will simplify (complicate) the compliance problems of 
taxpayers. The application of a tax involves not only expense and effort 
to the government in administering the tax, but also to the taxpayer in 
complying with it. Some taxes and tax provisions are rejected because 
compliance would be extremely difficult or extremely irritating—the two 
usually go together. Obviously, simple tax laws and easy compliance are 
to be preferred to their opposites. Arguments for “simplification” are 
usually arguments for easier compliance, although many simplification 
proposals have little bearing on the ordinary taxpayer. 

9) The proposal will increase (decrease) a “wholesome” tax consciousness. 
The objective of arguments in this group is that people who bear the bur- 
dens of taxes shall know what they are paying. Issues in which the tax 
consciousness arguments are significant include those involving the choice 
between direct and indirect taxes, the choice between simple taxing pro- 
visions and those that are so complicated that only specialists can compute 
the tax, the requirements for filing tax returns, and the withholding of in- 
come tax at the source. Tax consciousness and the costs of tax compliance 
sometimes become confused with each other. The intense consciousness 
that arises when a tax is difficult to comply with is not usually argued as 
being “wholesome.” The distinction should be made that tax conscious- 
ness is the awareness of the existence and the amount of the tax being 
borne, while costs of tax compliance are the added effort and expense be- 
yond the tax itself that are required to compute, pay, and otherwise 
comply with the tax. 

10) The proposal will enlarge (contract) the rights and financial independ- 
ence of the states. The federal character of government in the United States 
makes the vigor of the states and their local subdivisions a matter of na- 
tional interest. Federal taxes that are imposed without regard to state 
interests can adversely affect the ability of states to raise needed revenues, 
especially when rates are high or when federal and state levies apply to the 
same tax bases. The interests of the states are thus a proper matter of con- 
cern for federal tax policy. In some fields—such as the estate tax, tax 
exemption of interest on state and local securities, and the income tax rate 
schedule of the wartime period—there is evidence that state interests 
have been considered in federal tax policy. For the most part, however, 
federal tax policy has been developed with relatively little concern for the 
finances of the states. In the postwar period, there have been signs of 
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change toward greater concern for the interests of state and local govern- 
ments. 


III. EVALUATING THE ARGUMENTS 


The fact that tax arguments are couched in public interest terms does 
not reduce the confusion and difficulty of the policy maker’s task. Con- 
sider the dilemma of the congressional committee member who has re- 
sponsibility for deciding issues of federal tax policy. A succession of wit- 
nesses passes before the committee on which he sits. On practically every 
proposal of general application, some witnesses are for and some against. 
The arguments may be logically developed and persuasive, but unfortu- 
nately, they do not agree. The witnesses may differ on whether the pro- 
posal will promote specific objectives, such as tax justice or a high level of 
production. Perhaps even worse, one witness may argue that the proposal 
will promote justice, while another argues that it will retard production. 
The arguments thus fail to meet squarely, since both justice and a high 
level of production are of public importance. It is little wonder that com- 
mittee members often grow increasingly confused, are prone to discount 
all arguments, and come to prefer facts, even irrelevant facts, to the most 
beautifully constructed arguments. An ever-present danger is that the 
committee member will be so frustrated that he will fall back on his own 
preconceptions and biases and, in effect, throw out all the arguments. Yet 
an evaluation of the arguments is of first importance if the tax issue is to 
be decided on its merits. 

How can a maker of tax policy test the arguments to decide which to 
follow? There are a number of possible tests of varying importance and 
usefulness: 

1) Since arguments are inevitably judged in comparison with others, it 
is important that all significant arguments be on the table when the de- 
cision takes place. Some advocates of proposals are more competent than 
others. If the policy decision to be made involved only a conflict of private 
interests, the maker of policy might view with unconcern whether an ad- 
vocate had made a competent argument. But since the public interest is at 
stake, it is the duty of the policy maker to go beyond the testimony pre- 
sented to him, if this is inadequate. While both sides of the case are usually 
presented when the proposal is one of general application, deficiencies in 
testimony often arise because numerous proposals involve directly only a 
relatively small number of taxpayers. When such proposals originate with 
the taxpayer, they are usually for a reduction in taxes. This reduction may 
be of great importance to the taxpayer seeking it, but the resulting ad- 
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verse effect on any one taxpayer outside this group may be too small to 
justify his appearance against the proposal and thus only one-sided argu- 
ments may be presented. Accordingly, a test of tax arguments is whether 
all sides of the matter have been adequately presented. If they have not 
been, the defect should, if possible, be remedied before the decision of 
the tax issue is made. 

2) A test that should be applied to every argument is whether the facts 
on which it rests have been accurately stated. With minor exceptions, the 
witnesses are making ex parte statements, not objective analyses of the 
problem. While it is to be hoped that the witness, even though not under 
oath, will make no actual misstatements of fact, it is too much to hope 
that he will present all the facts, including those with implications adverse 
to his argument. The maker of policy must be in a position to apply the 
test of accuracy to the facts that are presented, to know whether other 
important facts have been withheld, and to have such facts supplied. 

3) An argument usually states that if a given proposal is adopted, spec- 
ified results will follow and that these results will promote or interfere 
with desirable objectives. Assuming the statement of facts has been found 
to be accurate and complete, the next question is whether the argument 
is correct. Every argument is an application of economic theory. Witnesses 
and makers of policy alike often profess disdain for theory, but the belief 
that certain results will follow certain actions must rest on some kind of 
economic theory. Unfortunately, the differences in the economic theories 
that persons believe are often a subconscious reflection of their interests 
and values and are rarely objective. 

The problem of correctness of arguments involves another difficulty. 
The validity of an argument is determined both by the soundness of its 
logic and by the realism of its assumption. In a national economy marked 
by enormous variety, there are hardly any sets of assumptions that may 
not exist sometime, somewhere. Accordingly, almost every logically 
reasoned argument may under some circumstances be correct. An argu- 
ment must contain at least a kernel of truth if it is to find affirmation and 
support in the mind of the listener. Likewise, hardly any argument is al- 
ways correct, because the assumptions necessary to its correctness can- 
not be expected always to exist. The correctness of arguments is thus a 
relative matter, with every argument containing elements of both truth 
and error. But obviously some arguments are correct under a greater vari- 
ety of circumstances than are others. The problem of testing the argu- 
ment is thus not a simple one of determining whether it is always correct 
or always incorrect, but the complex one of determining under what cir- 
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cumstances it is correct, and whether those circumstances predominate 
in connection with the proposal under consideration. 

4) An argument which is correct may be irrelevant to the issue under 
discussion. For example, a proposed tax change might be supported by 
the argument that it would increase savings. This argument would fall 
in the group of arguments relating to a high level of production. Assume 
that the argument has been examined and found to be correct under the 
probable circumstances. Even though it is correct, the argument should 
not affect the decision unless it is also relevant. The argument in the ex- 
ample would be relevant if (1) greater investment were a factor limiting 
the level of production and (2) lack of savings were a factor limiting the 
amount of investment. The argument would not be relevant if either of 
these two were not the case under the circumstances: that is, if the 
amount of investment were not a factor limiting the level of production, 
or if savings were already adequate for the investment being made, and 
investment were being limited by some other factor. An assessment of the 
economic conditions that are expected to prevail during the period for 
which the tax change is proposed is commonly necessary to determine the 
relevancy of the argument. Before an argument is allowed to influence a 
tax decision, it should be subjected to inquiry about whether it is relevant 
under the conditions which are expected to exist. 

5) Another question that should be applied to every argument is: 
granting the correctness and relevance of the argument, how important 
is the objective it seeks to promote? All of the ten groups of arguments 
described above are based on desirable objectives. It is rarely possible to 
promote all objectives by any tax measure at the same time. There must 
be a choice among objectives. Within each class of objectives there also 
may be choices that must be made. For example, a choice may be neces- 
sary between tax justice based on benefits received and tax justice based 
on ability to pay. A choice among objectives must be made on the basis of 
their relative importance. This relative importance is not decided in the 
abstract. It varies from time to time. In some years Congress has deemed 
tax simplification to be a consideration of high relative importance, while 
in other years increased complexities have brought no evidence of con- 
cern. Moreover, relative importance varies from case to case. For example, 
the question is not whether in general justice is more important than 
simplicity. Rather, it is whether the amount of justice involved in a spe- 
cific tax change is more important than the amount of simplicity involved. 
This makes it vital, in weighing the relative importance of various argu- 
ments, that there be a clear idea of the correctness and relevancy of the 
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arguments. Errors in those elements may lead to a conclusion about rela- 
tive importance of objectives that would otherwise not he made. 

6) How much weight should be given to the sincerity of the witness? 
If his statements are so inconsistent that he cannot rationally believe his 
own argument, its force is largely vitiated. But this is perhaps an unusual 
situation. Every member of a congressional taxing committee is aware 
that the reasons presented in arguments are not necessarily the real rea- 
sons, which may be more deeply seated in self-interest, group solidarity, or 
prejudice. If the test of a tax proposal is to be the public interest, however, 
the real reasons for making the proposal are largely irrelevant. Decisions 
should depend on the merit of the proposal, not on why it is made, pro- 
vided of course that the actual effects of the proposal are fully understood. 

It is rarely possible to prove that a witness does not believe his own 
argument. To question sincerity of motive will surely boomerang. Sin- 
cerity, or at least an aura of sincerity, is the basic undergarment of in- 
tellectual self-respect which no one gives up without a struggle. Moreover, 
people persistently and sincerely believe so much that is nonsense about 
taxes that there is little profit in trying to distinguish the sincere from the 
insincere. The question may also be one of whose sincerity is involved. 
Many of the arguments are made by paid advocates, who are not pre- 
sumed to believe what they argue in the interests of their clients, while 
the clients in turn did not themselves think up the arguments. Finally, 
error is just as wrong if it is believed as if it is not—and is likely to be more 
dangerous if believed, because more strongly and persistently argued. 
The conclusion must be that while obvious insincerity destroys an argu- 
ment, sincerity gives it no claim to acceptance. 

7) Witnesses appearing before a tax committee differ greatly in their 
prestige. Some witnesses represent organizations that have an important 
place in the economy. Other witnesses have continued to testify over a 
period of years and have come to be known, respected, and trusted by 
members of the committees. Still other witnesses may be sponsored by 
one or more members of the committee. Other witnesses may have been 
weighed and found wanting in earlier years and are no longer given much 
attention. An unknown witness representing no important group and 
with no committee support must be unusually effective to make any sig- 
nificant impact. Unquestionably, a test that is applied to arguments, al- 
though unconsciously, relates to the prestige of the witness. Is this a safe 
test? 

Reliance on the prestige of the witness permits a maker of tax policy 
to substitute an earlier view toward the individual or organization for a 
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personal check of the facts and personal analysis of the argument. If this 
reliance is well-founded, there is great saving in time and energy. Obvious- 
ly, there are some people whose word must be trusted; otherwise it would 
be impossible to make tax policy rationally. 

Prestige based on past experience that the witness understands the 
issues, does not misstate the facts, and has a reasonably unbiased ap- 
proach, is prestige properly earned and can be relied on within limits. 
But the prestige that goes with connection with large organizations is 
another matter. The political influence of an organization by virtue of its 
widespread membership and the financial position and general prestige 
of its members is not a safe basis for accepting its arguments on taxation. 
The prestige that goes with large organizations largely concerns the point 
of view of the organization. If a member of the committee has found that 
over a period of years the viewpoint of a certain organization is most con- 
genial to his thinking, he is likely to accept its arguments regardless of any 
other tests of their validity. Of course, this works both ways. A policy 
maker who has a profound dislike for the viewpoint of an organization is 
likely to distrust all its recommendations without making any test of the 
facts or analysis of the argument. 

It is inevitable that the prestige of witnesses will have a significant bear- 
ing on the acceptance of arguments, but it is important to distinguish be- 
tween the validity of the arguments themselves and the congeniality of 
the viewpoint. 

IV. Some IMPLicaTIONS 


Making tax policy involves the decision of tax issues—the acceptance, 
rejection, or compromise of tax proposals. Choices must be made among 
conflicting private interests. To make these choices is the essence of the 
political function. To decide tax issues in the public interest requires not 
only good intentions on the part of the maker of tax policy, but also knowl- 
edge and understanding. Tax proposals cannot be classified simply as 
white-good and black-bad. The arguments presented in support or opposi- 
tion vary widely in degrees of correctness, relevancy, and importance. In- 
telligent policy making requires a detailed knowledge of the effects of tax 
proposals. To some extent this knowledge is of a general and unchanging 
character; a good deal of it is specific knowledge which can be gained only 
by direct study of the facts in a particular situation. To a large extent the 
policy maker is obliged to rely on tax specialists or experts to supply him 
with knowledge of the effects of tax proposals. The choice of experts is 
thus a matter of profound importance to the determination of tax policy. 
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The policy maker also needs to have an understanding of the public in- 
terest objectives or goals of tax policy, since it is with respect to these ob- 
jectives that he must decide whether the expected effects of a proposed 
tax change would be in the public interest. The relative importance at- 
tached to different objectives constitutes a pattern of values. A pattern of 
values is not something that can be secured from experts. It is so intimate- 
ly related to the intangible process of decision-making that it must be de- 
veloped in the policy maker himself. The pattern of values of the policy 
maker largely determines the impact which tax arguments make on him 
and thus vitally influences the directions of tax policy growth. 





REVIEW OF LABOR ARBITRATION AWARDS 
ON JURISDICTIONAL GROUNDS 


Eucene F. Scotes* 
INTRODUCTION 


HE INCREASED USE of arbitration as a means of settling 

labor disputes has caused an increase in the problems concern- 

ing judicial review of the labor arbitration award. While 95 per 
cent or more of the awards made annually probably never get into 
court,’ a few instances of judicial review raise a question as to the func- 
tion of the court reviewing an award on jurisdictional grounds. A lim- 
ited area of review may be unavoidable and perhaps desirable in iso- 
lated instances. Arbitration is a creature of the parties; they may 
choose their own judge, procedure, and criteria for decision. In view of 
this and the agreement of the parties to be bound by the decision of the 
impartial arbitrator, much judicial review is undesirable. 

Judicial review of an award may arise in an action on the contract as 
interpreted by the award or in a procedure to enforce the award. In 
either case, the court may of necessity review the action of the arbitra- 
tor as an incident of the enforcement procedure.? This indirect review 


* Associate Professor of Law, University of Florida College of Law. 


* Gregory and Orlikoff, The Enforcement of Labor Arbitration Agreements, 17 Univ. Chi. L. 
Rev. 233, 235 (1950). See Kellor, Arbitration in Action 139 n. 2 (1941): “In the arbitrations 
held under the Rules of Procedure of the American Arbitration Association, approximately 
6 per cent of the commercial case awards have been filed with the courts for entry as judg- 
ments. In its industrial arbitration between management and employees, an even higher per- 
centage of observance by both management and unions prevails. On the other hand, it is true 
in states having laws that make legal enforcement of awards difficult, arbitration is little used, 
indicating a lack of confidence in the remedy itself where there is no ultimate legal com- 
pulsion.” In Updegraff and McCoy, Arbitration of Labor Disputes 125 (1946), it is observed 
that labor arbitration awards are “practically never” converted to judgments. “{Flirst, be- 
cause the parties are anxious to avoid the courts, and second, because labor disputes are 
usually of such a nature that no benefit would accrue from the securing of a judgment.” 
Freiden and Ulman, Arbitration and the National War Labor Board, 58 Harv. L. Rev. 300, 316 
n. 25 (1945), set forth some statistics illustrating how seldom labor arbitration awards find their 
way into courts. 

* For a brief summary of the enforcement of awards at common law on a contract theory, 
see 6 Williston, Contracts §§ 1919-1930 (rev. ed. 1937). A review of statutory procedure is 
found in Ziskind, Labor Arbitration under State Statutes (U.S. Dept. of Labor, 1943), where 
it is pointed out that “there are no less than 116 separate methods of labor arbitration author- 
ized by State statutes.” See Braun, Settlement of Industrial Disputes 227 et seq. (1944). 
Federal arbitration systems are also discussed in Braun, op. cit. supra at 145. The participa- 
tion of government on all levelsin the settlement of industrial disputes is considered in Kalten- 
born, Governmental Adjustment of Labor Disputes (1943). 
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usually comes as a part of the decision as to whether a collateral attack 
on the award will be allowed. As contrasted with this, direct review may 
be had when the court directly inquires into the validity of the award. 
Matters arising on direct review will be discussed here. 

In theory, the basis for judicial review of an arbitrator’s award is 
very narrowly restricted. The New York court of appeals has stated it 
in this manner: “The award of an arbitrator cannot be set aside for 
mere errors of judgment, either as to the law or as to the facts. If he 
keeps within his jurisdiction and is not guilty of fraud, corruption or 
other misconduct affecting his award, it is unassailable, operates as a 
final and conclusive judgment, and, however disappointing it may be 
the parties must abide by it.”* 

In the absence of misconduct on the part of the arbitrator, this would 
seem to limit the court to a review on jurisdictional grounds.* The ra- 
tionale of review on jurisdictional grounds is that arbitration is based 
upon the voluntary consent of the parties to be bound by the decision 
of the impartial arbiter. The enforcibility of an award rests entirely 
upon this consent as it is expressed in the collective agreement, and in 
so far as it is effective, moral suasion. If the arbitrator by his award 
goes beyond the matter submitted to the arbitration process in the 
agreement, his award is unenforcible because the necessary element of 
consent is lacking. This question of the scope of the submission agree- 
ment is the major, actual or alleged basis of judicial review, and most 
cases fall within this category. 

The submission agreement is usually found in the collective bargain-) 
ing agreement between the employer and the union representing his 
employees. Many such contracts have a provision to the effect that 
“{a]ll such disputes, misunderstandings and grievances . . . arising out 
of or in any manner connected with this Agreement which the parties 
are unable to adjust or settle among themselves (except such as are not 
subject to arbitration hereunder) shall be submitted to arbitra- 
tion... .””* 

Nearly all grievance procedures limit arbitration to “disputes arising 
under this contract” or define grievances as “disputes about the inter- 

3 Matter of Wilkins, 169 N.Y. 494,62 N.E. 575 (1902), quoted with approval in Motor Haul- 
age Co. v. Int’l Bro. Teamsters, Local 807, 272 App. Div. 383, 71 N.Y.S. ad 352 (1947). 

4 See In re General Dry Cleaners, 75 N.Y.S. 2d 615, 618 (1947), for a detailed list of grounds 
for vacating awards by one participating in the arbitration proceedings. 

5 Art. VII B(2) of the agreement between Brooklyn Union Gas Co. and Local ror, Utility 


Division, Transport Workers Union of America, CIO, dated February 26, 1947. 5 C.C.H. Lab. 
L. Rep. ¥ 53,120 (1950). 
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pretation or application ...and about alleged violations of the Agree- 
ment.”* Such restrictions limit the issues which may be decided by the 
arbitrator with the result that arbitrability of the issue is the major 
question of jurisdiction. 

The clauses defining the arbitrable issue are usually followed by a 
provision to the effect that the arbitrator “shall have no power to add to 
or subtract from or modify any of the terms of this Agreement.”" This 
places a second jurisdictional restriction on the arbitrator as to the 
nature of the award to be made on an admittedly arbitrable issue. These 
two problems of what the arbitrator has to decide and how he can de- 
cide it overlap considerably and often are inseparable. They will be 
considered here however, as separable aspects of the jurisdictional 
basis of review. 

Frnatity oF AWARD CONSTRUING JURISDICTIONAL 
LIMITATIONS ON SUBJECT MATTER 


Even though jurisdiction appears to be the first point of inquiry, 
there exists the preliminary question of whether the court is free to 
consider the issue of arbitrability. Often one of the parties objects to 
the jurisdiction of the arbitrator in the arbitration proceedings and the 
issue is passed upon by the arbitrator. May the arbitrator in this way 
decide finally his own jurisdiction by means of a bootstrap doctrine? 


This issue of arbitrability usually arises in situations in which the 
parties are going to arbitration under the grievance procedure of a col- 
lective bargaining agreement whereby they have agreed to submit 
future disputes to arbitration. It may also arise under an express sub- 
mission of an existing dispute after proceedings have begun, but be- 
cause the parties in this latter instance usually draft the submission to 
cover completely the existing dispute, it normally does not. 

Goldstein v. International Ladies Garment Workers’ Union’ is illus- 
trative. There a member of an association discontinued its plant in 
Philadelphia and continued to operate an existing plant at another city. 
The union, which had an agreement with the association, charged that the 
company had violated a clause prohibiting removal of a plant from 

6 Art. VI of the Agreement between Lever Brothers Co. and Local 336, United Gas, Coke, 
of eee veo of America, CIO, dated August 29, 1947. 5 C.C.H. Lab. L. Rep. 


7 Section 46 of the agreement between General Motors Corp. and UAW-CIO dated May 29, 
1948. 5 C.C.H. Lab. L. Rep. 53,101 (1950). Section 18(b) of the agreement between Ford 
Motor Co. and UAW-CIO dated Sept. 29, 1947. 5 C.C.H. Lab. L. Rep. ¥ 53,160 (1950). 


§ 328 Pa. 385, 196 Atl. 43 (1938). 
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Philadelphia, and went to arbitration under the contract’s grievance 
. The company appeared before the arbitrator and denied his 
jurisdiction on the grounds that the contract with the association did not 
apply to it because it had a single company contract with the union 
which it alleged superseded the association contract. The arbitrator in 
his award found that (1) he had jurisdiction because the association 
contract was binding on the company; (2) the company had moved its 
plant in violation of the association contract. He ordered the company 
to return to Philadelphia and employ its former employees. On proceed- 
ings for confirmation of the award, the lower court held that the con- 
tract question was a question of fact upon which the arbitrator’s finding 
was conclusive. The company appealed and the supreme court of Penn- 
sylvania reversed, holding that the questions in this case relating to the 
submission agreement were jurisdictional and not subject to final deter- 
mination by the arbitrator. The court reasoned that as questions of 
law, they were always subject to court review, and further, that due 
process of law required such a review of the jurisdiction of the arbitra- 
tor.’ It should be noted that the company objected to the submission 
throughout the proceedings and did not waive any of its rights. 

In a similar California case’® the company argued before the perma- 
nent referee that a question of adding a maintenance of membership 
clause to the collective bargaining agreement was not within the arbi- 
tration clause of that contract. The arbitration clause provided that the 
arbitrator should not “have jurisdiction to arbitrate provisions of a new 
agreement or to arbitrate away, in whole or in part, any provision of 


» The court referred to the issue of the arbitrator’s"jurisdiction and stated that the “appel- 
lants not only had a right under the statute but even a constitutional right to have that issue 
determined by a judicial tribunal.” Goldstein v. Int’! Ladies Garment Workers’ Union, note 
8 supra, at 392. The court approved the result of the leading case of Finsilver, Still & Moss, 
Inc. v. Goldberg, Maas & Co., Inc., 253 N.Y. 382, 389 171 N.E. 579, 581 (1930), in which 
Cardozo, C. J. stated: “Arbitration presupposes the existence of a contract to arbitrate. If a 
party to a controversy denies the existence of the contract and with it the jurisdiction of the 
irregular tribunal, the regular courts of justice must be open to him at some stage for the deter- 
mination of the issue. The right to such a determination, either at the beginning or at the end 
of the arbitration or in resistance to an attempted enforcement of the award, is assured by the 
Constitution as part of its assurance of due process of law.” The same holding appeared in 
Schafran & Finkel, Inc. v. Lowenstein & Sons, Inc., 280 N.Y. 164, 19 N.E. ad roos (1939). If 
such a judicial determination is not permitted, the result is compulsory arbitration without 
even the aid of a statute which would seem to be invalid under Chas. Wolff Packing Co. v. 
Court of Industrial Relations, 262 U.S. 522 (1923), and Dorchy v. Kansas, 264 U.S. 286 (1924). 
See also Simpson, Constitutional Limitations on Compulsory Industrial Arbitration, 38 Harv. 
L. Rev. 753 (1925); Braun, Settlement of Industrial Disputes 135 (1944). 

*° Consolidated Vultee Aircraft Corp. v. United Automobile Workers, 160 P. 2d 113 (Calif. 


App., 1945). A subsequent appeal of this case was dismissed as moot when the parties had re- 
placed the old agreement with a new contract. 27 Cal. 2d 859, 167 P. 2d 725 (1946). 
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this agreement.” The arbitrator’s award granted maintenance of mem- 
bership, and the company raised the scope of submission issue on pro- 
ceedings to confirm. 

_ The court held that it could review the scope of submission under 
the contract and found that the arbitrator had exceeded the scope of his 
authority. The court stated: “It was the duty of the court to determine 
from the agreement the extent of the referee’s powers and to annul any 
or all of the provisions of the award as to matters which had not been 
submitted to him for decision.”"* The same view was stated by a fed- 
eral district court when the position was taken that “[t]he terms of the 
submission are the relevant portions of the contract, and those portions 
are appropriate for construction by a court of competent jurisdiction, 
just as are all other provisions of the contract.” 

Most contracts limit arbitration to “disputes arising under this con- 
tract,” or contain similar provisions.** Whenever a motion is made to 
confirm or vacate an arbitrator’s award under such a contract, the 
court is called upon to enforce a contract to arbitrate certain limited 
controversies. The court cannot avoid the duty of determining whether 
the particular dispute is one which the parties agreed to arbitrate." 

Much of the language in the cases indicates that many courts feel 
that the question of interpretation of the arbitration clause cannot be 
submitted to the arbitrator. However, the basic premise of arbitra- 
tion—consent to be bound by the award—places no limit on the issues 
which may be submitted to the arbitration process. From this it seems 
there is no reason why the parties to an arbitration agreement cannot 
submit to the arbitrator all disputes concerning the meaning and scope 
of the arbitration clause as well as the meaning of a seniority clause or 
any other provision of the contract.** Where such a submission has 


* Thid., at 118. 


** Oil Workers Int’! Union v. Texoma Nat. Gas Co., 58 F. Supp. 132 (Tex., 1943), aff'd 146 
F. ad 62 (C.A. sth, 1945), cert. den. 324 U.S. 872 (1944). See also Solomon v. Forty-Second 
Street Fotoshop, 72 N.Y.S. 2d 639 (1947). 

*3 Note 6 supra. 

%4 Matter of Simons, 6 C.C.H. Lab. L. Rep. ¥ 65,402 (S.Ct. N.Y., 1949). 


*5 This is not inconsistent with the following statement from Silva v. Mercier, 33 Cal. 2d 
704, 709, 204 P. 2d 609, 613 (1949): “It has been held that the issue of whether a contract con- 
taining an arbitration clause exists, or is still in effect, is not within the purview of the arbitra- 
tion clause for the reason that if there i is no contract there is no provision for arbitration.” 

General Electric Co. v. United Electrical Workers, CIO, 6 C.C.H. Lab. L. Rep. 
{ 65,546 (S. Ct. N.Y., 1949); Matter of Dumas, 16 C.C.H. Lab. Cas. ¥ 64,944 (S. Ct. N.Y., 
1949). 
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been made, the arbitrator’s interpretation of the scope of the submis- 
sion should be no less final than his ruling on other questions or clauses. 
Any contrary position overlooks the underlying theory of arbitration: 
consent to be bound by the award.’* This question of arbitrability is 
especially important in labor cases not only because the arbitration 
clauses are often written in broad terms which seem to give the arbi- 
trator final authority’’ but also because arbitrators in actual practice 
are expected to—and do repeatedly—pass on the scope of their juris- 
diction."® 

The reasoning of the courts in the Goldstein and Consolidated cases 
is probably technically consistent with the proposition that, should the 
parties so desire, they may submit the question of arbitrability, as any 
other question of contract interpretation, to the arbitrator and be 
bound by his decision. The problem of the existence of an agreement to 
submit the question of arbitrability arose more clearly in Belding Hem- 
inway Co. v. Wholesale Workers’ Union.* In this case a member of an 
association of warehouse owners operating in the “Uptown Area” of 
New York City opened a new warehouse in New Jersey and curtailed 
operations in New York. The union sought arbitration of a dispute 
arising out of the employment of nonunion men at the new warehouse 
and alleged that this violated the closed-shop provisions of the “Up- 
town Area” association contract which purported to cover any dispute, 


grievance, or complaint “between the parties.” The company refused to 
arbitrate and sought a court order staying arbitration and directing a 
trial on the issue of the existence of a contract to arbitrate this matter. 
The supreme court denied the company’s motion and the appellate divi- 
sion affirmed.”° The court of appeals reversed, and in a per curiam opin- 
ion stated: “Whether the appellant was bound to employ at its New 
Jersey plant members of the respondent union was a debatable question 


% Belding Heminway Co. v. Wholesale Workers’ Union, 295 N.Y. 541, 68 N.E. 2d 681 
(1946); Matter of Publishers Assoc., 6 C.C.H. Lab. L. Rep. 965,471 (S. Ct. N.Y., 1949). 

7 See General Motors Agreement, note 7 supra. The General Motors Contract apparently 
contemplates the arbitrator’s decision as to the arbitrability of any matter in the same section 
which stated in part, “Any case appealed to the Umpire on which he has no power to rule shall 
be referred back to the parties without decision.” 


8 Armour & Co. and United Packinghouse Workers of America Arbitration No. 2-G (1947); 
Bethlehem Steel Co. and United Steelworkers of America, 5 B.N.A. Lab. Arb. 684 (1946); 
Ford Motor Co. and United Automobile Workers, Opinion A-150 (1944). 


9 295 N.Y. 541, 68 N.E. ad 681 (1946). 
* 270 App. Div. 879, 61 N.Y.S. 2d 302 (1946). 
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which called for a decision as to the scope of the collective bargaining 
agreement between the parties. This question, we think, was for the 
court, not for the arbitrators.” 

The problem of a decision on arbitrability by the arbitrator also 
arose in Rogers Diesel and Aircraft Corp. v. Local 1259." There the 
grievance procedure covered “any dispute about working conditions” 
and any “dispute about the interpretation and application of particular 
clauses of this agreement and about alleged violations of the agree- 
ment. ...” The company disciplined employees for alleged violation of 
company rules and the union moved for arbitration. The company 
sought a court order staying arbitration. The court refused, ruling that 
the dispute “whether or not the particular issue of suspension is arbi- 
trable involves an interpretation and application of particular clauses, 
which latter question is arbitrable.” 

Many union contracts in effect today have very broad provisions for 
grievance adjustments terminating in arbitration. These clauses form 
an integrated part of the contract and, in the view of many, the most 
important part. The inclusion of grievance procedure clauses covering 
“any dispute, claim, question or difference arising out of or relating to 
this agreement” would appear to disclose an intent to forego court 
action regarding all problems concerning that agreement.” At least the 
courts should consider the parties’ intention as it is reflected in such 
broad clauses. Heretofore the emphasis has been on the merits of the 
dispute: that is, whether the acts complained of came within the scope 
of the agreement. To force a company or a union to abide by an award 
when it has not consented to arbitration would appear to be a violation 


** 295 N.Y. 541, 68 N.E. 2d 681 (1946). Application of Graphite Metallizing Corp., 271 
App. Div. 839, 66 N.Y.S. 2d 53 (1946), was a proceeding to stay arbitration of a dispute con- 
cerning a person leaving the company’s employ six months before the collective bargaining 
agreement became effective. The court followed the Belding Heminway case and stated, “The 
question of law thus presented as to the scope of the collective bargaining agreement was for 
the court, and not for the arbitrator to decide.” See also Matter of Publishers Assoc., 6 C.C.H. 
Lab. L. Rep. ¥ 65,471 (S. Ct. N-.Y., 1949). 


™ 15 L.R.R.M. 848 (S. Ct. N.Y., 1945). 


*3 This was the clause in the contract between the employer and the union in Oppenheim, 
Collins & Co. v. Display Union, 73 N.Y.S. 2d 673, 674 (1947), where the contract also vested 
the employer with “sole discretion” as to the necessity of dismissals due to business exigencies 
and the court held the matter was not arbitrable and could not be submitted to arbitration. 
This holding would seem to preclude on a basis of scope of submission, any determination that 
the dismissals were or were not caused by business exigencies. At the same time the court also 
held the propriety of employment of nonunion members under a closed shop contract was 
arbitrable. Compare Stein v. Local 680 of Milk Drivers & Dairy Employees, 141 N.J. Eq. 226, 
56 A. ad 715 (1948), where the court considered the arbitrator to have no right to determine the 
question of rescission of the union contract. 
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of due process and clearly undesirable. However, there appears no rea- 
son why the parties may not submit the issue of arbitrability to arbitra- 
tion. The question for the court on the scope of submission should 
therefore include an inquiry to determine whether the parties have by 
any act agreed to be bound by the arbitrator’s decision on the question 
of arbitrability. 


FINatity oF AwArp CONSTRUING LIMITATIONS ON NATURE oF AWARD 


The clauses defining the disputes subject to arbitration usually in- 
clude or are followed by a provision that the arbitrator shall make no 
ruling in “conflict with the provisions of the agreement” nor “add to or 
modify” the agreement.** This type of clause suggests a problem dis- 
tinct from, although similar to that of the finality of an award on arbi- 
trability. Does such a restriction impose a limitation on the arbitrator’s 
power which the parties intend the courts to interpret and enforce? 
Or does it lay down a rule of construction for the arbitrator to follow 
and as to which he has the final word? The General Motors clause in- 
dicates that the parties contemplated a decision by the umpire on this 
question.” Such a decision apparently would be valid. When the con- 
tract provides that “all disputes” are subject to arbitration but that the 
award should not “conflict” with the terms of the agreernent, it would 
seem that this same result could well be contemplated by the parties. 
Such a clause was found in Screen Cartoonists Guild Local 852 v. Dis- 
ney” in which the court held the arbitrator had exceeded his authority 
even though he appeared to have made a good faith attempt, supported 
by evidence, to interpret the provisions of the contract consistently with 
the intent of the parties. 

That this is a genuine problem is shown by Western Union v. Com- 
munications Assn.*" In that case the contract contained the following 
submission provision in the grievance procedure: 

In the event that an agreement cannot be reached between the Union and the 
Company with respect to the application or interpretation of this contract . . . it is 
agreed that such matters will be submitted . . . to Max Meyer, as impartial arbi- 


trator.... The arbitrator shall not have authority to alter or modify any of the 
express provisions of the contract. . . . 


*4 See note 7 supra. 


*5 Note 7 supra. 
* 76 Cal. App. 2d 414, 168 P. 2d 983 (1946). 
*7 299 N.Y. 177, 86 N.E. 2d 162 (1949). 
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The arbitrator interpreted the “no strikes or other stoppages of 
work” clause to permit employees to refuse to handle “hot traffic” mes- 
sages from struck companies by reading into the clause the practice and 
custom prevalent in the telegraph industry. The New York court of 
appeals vacated the award because: 

By that conclusion, as we view it, the arbitrator—entering a field of decision from 
which the parties had expressly excluded him—modified an express provision of the 
contract by which the union had agreed that “there shall be . . . no stoppages of work 
during the life of this contract.” As the language employed leaves no doubt as to its 
meaning “there is no occasion to resort to other means of interpretation.”?® 

The dissenting judges considered it “a pure question of interpreta- 
tion and application, and the very kind of question which the parties 
themselves had agreed should be decided by the arbitrator alone.” 

Whether or not this is a jurisdictional matter is debatable. Such a 
clause should be given a rather limited scope in order to be construed 
consistently with one submitting “any” or “all” disputes to arbitration. 
Having in mind the usual desire of parties to labor disputes to stay out 
of the courts, the courts should weigh the possible intention to consider 
this as a rule of construction for the arbitrator. Under the clauses in 
the General Motors, Disney and Western Union contracts it seems a 
reasonable interpretation of the submission that the parties anticipated 
a binding award on this point. This is within the principle that the 
parties may submit questions of arbitrability if they so desire. 


JURISDICTIONAL REVIEW OF THE MERITS 


The preceding discussion presumes the court has the right if not the 
duty to review the scope of submission or jurisdiction of the arbitrator. 
When the arbitrator proceeds beyond the issue of the submission, the 
parties are not only improperly bound without their consent, but the 
arbitrator has no reasonable basis upon which to make a just award.” 


** Tbid., at 184 and 166. The court also gave the additional grounds that the contract as 
interpreted permitted violation of a penal statute regulating the service of public utilities. It 
seems apparent however, that the court reviewed the award as it would a lower court decision 
when it stated: “We know of no case where a court, in construing . . . language as clear as is 
the clause here in controversy, has found it necessary to employ extrinsic means to ascertain 
a party’s obligation thereunder.” Ibid., at 185 and 166. This discussion perhaps raises the broad 
question of whether evidentiary matters come within the scope of arbitration issue. It is be- 
lieved that an exploration of that issue would unduly extend this article. Therefore, the ques- 
tion of whether an arbitrator is limited to the evidence submitted by the parties, or may rely 
upon such extrinsic matters as his independent knowledge of the circumstance, custom and 


~ usage within the industry, or decisions of other arbitrators, is not included within the scope 


of this paper. It is believed that this is more appropriately treated as a hearing or post-hearing 
matter. 


* See Publishers Ass’n v. N.Y. Typo. Union, 168 N.Y. Misc. 267, 5 N.Y.S. 2d 847 (1938). 


j 
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The interest of the parties and of justice therefore require that the court 
act in such cases. Under any restrictive submission clause, however, 
the courts are in danger of intruding themselves into the merits under 
the guise of determining whether the arbitrator has jurisdiction. With 
the growing acceptance of the restrictive clauses noted above, this is an 
increasing danger. In such situations, the reviewing court occasionally 
appears to go beyond the actual problems of submission by means of a 
purported review of the arbitrator’s jurisdiction. In the Disney case,*° 
the company and the union included a clause in their contract stating 
that the regular hours of work would be “[e]ight hours per day, forty 
hours per week, five days per week, Monday through Friday inclusive.” 
The contract also included premium pay clauses required by Executive 
Order 9240 providing premium pay for the sixth and seventh days of a 
work week. The contract further provided for paid holidays when they 
fell within the work week. Two holidays fell on Saturday and the com- 
pany refused to pay therefor and the parties went to arbitration under 
a clause covering “all complaints” but with a provision binding the arbi- 
trator to the terms of the contract.** The arbitrator noted that the term 
“work week” was used only in the holiday clause and the Executive 
Order 9240 clause. Executive Order 9240 had been interpreted to mean 
a work week of seven consecutive days. The same definition had been 
adopted under the Fair Labor Standards Act and was generally ac- 
cepted by industry. In line with this, the arbitrator concluded that “the 
form of clause Fifth [Executive Order 9240] indicates a concept of the 
work-week as seven days, some of which are straight-time days and 
others overtime days.... Since the term ‘work-week’ clearly means 
seven days where it is used earlier in the contract, it is reasonable to 
interpret it as meaning the same thing in clause Eleventh [holiday 
clause].” On proceedings to confirm, the trial court granted the com- 
pany’s motion to vacate and on appeal the trial court was affirmed. 
The court of appeals of California found there was “no doubt that 


3° Screen Cartoonists Guild Local 852 v. Disney, 74 Cal. App. 2d 414, 168 P. 2d 983 (1946). 


* The pertinent parts of the grievance procedure provided: “4. All complaints, grievances, 
controversies, disputes, questions of interpretation of this agreement and al! other differences 
between the parties hereto, shall be heard and determined by the Impartial Chairman (arbi- 
ter), if the same cannot in the first instance be otherwise disposed of under provisions hereof 
between the parties hereto. Said Impartia] Chairman shall have power to make and enter any 
order, ruling or decree which in its judgment appears to be just and reasonable, having due 
regard for justice and equity in each case; such ruling or decree, however, shall not be in conflict 
with the express provisions of this agreement. 5... . Each case brought to the Impartial Chair- 
man shall be considered on its own merits, and this agreement shall constitute the basis upon which 
such decision shall be rendered.” (Italics added.) 
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clause fifth . . . fixed a regularly scheduled work week of five days... . 
Otherwise, if a work week of seven days had been contemplated, all 
holidays would fall within such work week, and clause eleventh would 
cease to have any meaning.” After thus effectively reviewing the merits, 
the court concluded: 

From the foregoing, it appears that in construing the work week to include Satur- 
day, the arbiter’s ruling was in direct conflict with the express terms of the bargain- 
ing contract, and thus exceeded the powers conferred upon him under clause 
thirteenth, heretofore quoted.*? 


The company and the union in /.A.M. v. Cutler-Hammer, Inc.™ 
agreed to meet “early in July 1946 to discuss payment of a bonus for 
the first six months of 1946.” In July 1946, the parties met and the 
company agreed to discuss, but not to pay, the bonus. The union urged 
that payment had been agreed upon and the discussion referred to in 
the contract was to concern the amount to be paid. On disagreement the 
union moved to compel arbitration under the grievance procedure pro- 
viding for arbitration of disputes as to the “meaning, performance, non- 
performance or application” of the contract provisions. The company 
moved to stay arbitration. The trial court ordered arbitration and on 
appeal the appellate division reversed and stated in its per curiam 
opinion : 

The clause of the agreement that “the Company agrees to meet with the Union 
early in July 1946 to discuss payment of a bonus for the first six months of 1946” 
can only mean what it says, that the parties will discuss the subject. While the 
contract provides for abitration of disputes as to the “meaning, performance, non- 
performance or application” of its provisions, the mere assertion by a party of a 
meaning of a provision which is clearly contrary to the plain meaning of the words 
cannot make an arbitrable issue. It is for the Court to determine whether the con- 
tract contains a provision for arbitration of the dispute tendered, and in the exer- 
cise of that jurisdiction the Court must determine whether there is such a dispute. 
If the meaning of the provision of the contract sought to be arbitrated is beyond 


dispute, there cannot be anything to arbitrate and the contract cannot be said to 
provide for arbitration.** 


On appeal the Court of Appeals of New York affirmed without 
opinion. Judge Fuld, dissenting, stated: 

I have difficulty in concluding, as respondent urges, that reasonable men cannot 
differ as to the meaning of the provision in question. While I see that as a possible 
construction, I do not consider it the only one. It may well be argued, and in good 
faith, that in the light of surrounding circumstances and of experience in the in- 


Note 26 supra. 


33 271 App. Div. 917, 67 N.Y. S. ad 317, aff'd 297 N.Y. 519, 74 N.E. 2d 464 (1947). 
4 Thid., at 918 and 318. 
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dustry and, indeed, in this very business, respondent company agreed that a bonus 
would be paid—at least where the company’s business warranted—and that it would 
discuss with the employees the amount of payment, i.e., “payment of a bonus.” 

If there is a possibility of such a construction, the court should not remove the 
controversy from the sphere of arbitration, particularly when the applicable arbitra- 
tion clause—“If any dispute shall arise . . . as to meaning, performance, non- 
performance or application of the provisions of this agreement”—is so broad.*5 


Both the Disney case and the Cutler-Hammer case appear to be in- 
stances in which the court effectively reviewed the merits of the findings 
of the arbitrator under the guise of a review as to the scope of the very 
broad submission clauses. One of the chief advantages of arbitration is 
to secure the adjudication of disputes by persons trained in the field and 
familiar with the manner in which the industry operates. To permit re- 
view of the merits by a court in such cases is to lose this advantage. 
However, assuming that on the merits the union’s contentions in both 
cases were wrong, still the parties had agreed to arbitration under broad 
clauses and had in effect agreed to be bound by the decision resulting 
from arbitration. The value of a court review of the merits even if the 
award is concededly wrong is seriously questioned. The cases seem to 
illustrate the undesirable manner in which the courts, by interjecting 
themselves into the arbitration of labor disputes, may depress the faith 
of the parties in arbitration. It is upon this faith that the bulk of good 
labor relations depends. 

The danger that the courts will review the merits on jurisdictional 
grounds constantly recurs because jurisdictional grounds are advanced 
in nearly every case as a basis for review of an award which is unsatis- 
factory to one of the parties. Then too, in many cases it is difficult to 
draw the line between the scope of submission review that is a neces- 
sary protection for the parties and the less desirable practice of using 
it as a means of reviewing the merits of the controversy. It is submitted, 
however, that the courts can aid all parties to labor disputes by giving 
full effect to the submission agreement contemplated by the parties and 
by avoiding a review of the merits of the award. 


Time Lim1TATIONS 


The prior cases discussed involved the question of whether the fact- 
ual basis of the case came within the submission clause. The scope of 
submission question comes up in a somewhat different form in the time 
limitation cases. The time limitation appears in two situations: one, 


35 a97 N.Y. 510, 74 N.E. 2d 464 (1947). 
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when arbitrators are to make their award within a specific period of 
time; the other, when the various steps in the grievance procedure are 
subject to specified periods of limitation. The first is a part of the tra- 
ditional arbitration proceeding while the second is becoming a more 
important feature of the four- or five-step grievance procedure common 
to present day collective bargaining agreements. In Hegeberg v. New 
England Fish Co., the first type of problem arose in familiar circum- 
stances.** The union and the canners were negotiating prices just be- 
fore the opening of the salmon season. Unable to agree and pressed by 
the coming salmon run, the parties agreed on minimum prices and 
agreed to arbitrate the difference with a provision that the award was 
to be filed with the Federal Conciliator by August 25, 1938. Meanwhile 
work went on for the whole season. The board of arbitration set 
the wage and price scales for some one hundred canneries on the Alas- 
kan coast. They reached unanimous agreement on this multitude of 
rates on August 24, informed the conciliator orally on August 25, and 
filed a formal written award on August 26. In an action by the em- 
ployees for wages based on the award, the companies urged that the 
filing of the award did not comply with the requirements of submission. 
The supreme court of Washington, however, enforced the award.*" 

The same problem of an award after expiration of a time limit in the 
submission arose in a case in which a controversy regarding modifica- 
tion of a contract between a union and a railroad was submitted to a 
board of arbitrators under the Railway Labor Act.* The stipulation 
provided for the filing of the award within fifteen days from the begin- 
ning of hearings. Immediately after the hearing an informal vote was 
taken at which the union appointee and the Federal Mediation Board 
appointee voted for a clause paying overtime after eight hours of work 
per day. The public member wrote up a draft award and included a 


3% 7 Wash. 2d 509, r1o P. 2d 182 (1941). 


37 Replying to the defendant’s contention, the court said, “A sound and well recognized 
public policy strongly supports arbitration of disputes between employers and employees. Ap- 
parently all parties relied upon the anticipated appraisement in entire good faith. . . . The 
trifling delay in the filing of the award could make no possible difference to anyone. The es- 
sence of the matter was to settle what was an apparently bitter dispute between employers 
and employees, and to enable the fishing to proceed, thereby avoiding great loss to all parties 
concerned. . . . We are convinced . . . that it should not be held that the slight delay in filing 
the award should render the award void.” 7 Wash. 2d 509, 512 et seq., 110 P. 2d 182, 187 et 
seq. (1941). 

3* Brotherhood of Ry. and S.S. Clerks v. Norfolk So. Ry. Co., 143 F. ad rors (C.A. 4th, 
1944). 
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clause to the effect that if the award forced a curtailment of service to 
the public, it should be abrogated by mutual agreement. The labor 
member refused to sign it and the resulting difference caused such a 
delay that the award was not made or filed until ninety days after the 
beginning of the hearing. Meanwhile, fifty-five days after beginning of 
the hearings, the company had filed a suit to impeach and vacate any 
award that might be made. The district court impeached the award and 
the union appealed. The Court of Appeals for the Fourth Circuit 
affirmed. The court pointed out that the Railway Labor Act required 
“prompt and orderly settlement” of disputes and that the parties them- 
selves set a time limit. The Railway Labor Act permits impeachment of 
an award to be had for lack of substantial conformity to the Act or sub- 
mission but not “for trivial irregularity or clerical error, going only to 
form and not to substance.”** Time was of the essence in arbitration at 
common law and the statute had made no change in that regard. Fur- 
ther the deviation from the submission was substantial so that the 
board was without authority and no award could properly be made.“ 

Both of these cases recognize a principle favorable to arbitration and 
consistent with the scheme of arbitration free from unnecessary formal- 
ity and technicality. The slight delay occasionally incident to the filing 
of an award should not be permitted to destroy its effect. On the other 
hand, the need for speed and compliance with the reasonable limitations 
of the submission require prudent review of substantial delays and 
breaches of the submission agreement. A prejudicial delay should not 
be tolerated and yet an insignificant one should not destroy the time 
and effort invested in the settlement of a dispute. 

The second type of time restriction problem arises in many present 
day collective bargaining agreements which provide for a time limita- 
tion period at each step of the grievance procedure. By this device, the 
last answer of the party against whom the grievance or complaint is 
made, normally the company, becomes the final disposition of the mat- 
ter if it is not carried to the next step of the grievance procedure within 
a stated number of days. At the lower levels of management this period 
is usually rather short, lengthening as the matter is considered by top 
management and union officials with usually the longest period just 


39 45 Stat. 585 (1926), 45 U.S.C.A. 159 (1943). 


« Compare Pratt, Read & Co. v. United Furniture Workers, 70 A. 2d 120 (Conn., 1949). 
On this problem generally see Annotation, 154 A.L.R. 1392 (1944). 
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before arbitration. In Atlantic Coast Line R. Co. v. Pope,“ the court 
held that such a contract limitation was effective to bar further action 
after a failure to appeal an adverse decision on a complaint. An award 
made thereafter on the same claim was invalid. This decision seems 
proper and offers considerable protection against stale claims. After 
submission the parties have made earnest effort to settle the dispute and 
have expended considerable time and expense to protect this invest- 
ment; some leniency in regard to limitation clauses should therefore be 
tolerated. However, many of these factors are not present in the steps 
of the grievance procedure below arbitration. The procedure there is 
part and parcel of the bargaining process between the employer and his 
employees or their representatives. It is a recognized benefit in these 
relations that complaints and grievances be settled quickly and not left 
to smolder and cause discontent. Time limitations in the pre-arbitration 
stage promote healthy labor relations by providing speedy disposition 
of grievances, and adherence to them should be encouraged, more so 
than after the matter has left the hands of the principals and has gone 
into the hands of the third-party arbiter. 

Even though a time limitation in the grievance procedure seems bene- 
ficial to prevent stale claims, there remains the question whether this 
limitation should be considered jurisdictional or simply a rule of limita- 
tion to be applied by the arbitrator. In the instance of whether Sundays 
or holidays are counted as part of the limitation period, rather difficult 
complications would result if the award was vacated because the arbi- 
trator and the court differed as to whether such a day should be 
counted. Further, since this is a matter of agreement between the 
parties, this limitation may be waived. Being subject to waiver, it does 
not seem jurisdictional in the normal sense of that term. Still it appears 
to go to arbitrability and should be considered along with other arbi- 

4 119 F. 2d 39 (C. A. 4th, 1941). An interesting problem incident to this holding is one 
which was of greater importance prior to the Portal to Portal Act of 1947, 61 Stat. 84 (1947), 
29 U.S. C.A. § 251 (Supp. 1949). The federal courts had taken the position that an agreement 
to arbitrate “any difficulty or disagreement . . . in any way growing out of the relation of em- 
ployers and employee” precluded an action at law for overtime under the Fair Labor Stand- 
ards Act. Donahue v. Susquehanna Colliers Co., 138 F. ad 3 (C.A. 3d, 1943); Watkins v. Hud- 
son Coal Co., 54 F. Supp. 953 (Pa., 1944), aff'd 151 F. ad 311, cert. den. 327 U.S. 777 (1946); 
Evans v. Hudson Coal Co. 165 F. 2d 970 (1948). See also Van Vioten v. News Syndicate Co., 
17 C.C.H. Lab. Cas. $65,520 (D.C. N.Y., 1950). Thus the problem of limitation could, it 
seems, have been determined by such arbitration clauses. It has been suggested that a similar 
device could be used by unions to preclude harassing suits under Sections 301 and 303 of the 
Labor Management Relations Act. Gray, Nature and Scope of Arbitration and Arbitration 
Clauses, New York Univ. First Annual Conference on Labor 197, 218 (1948). See also Torff, 


Taft-Hartley Act and Collective Bargaining: A Management Appraisal, 43 Ill. L. Rev. 323, 
343 (1948). 
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trability questions. Under the normal four-step grievance procedure it 
seems reasonable to conclude that the parties have in this instance sub- 
mitted the question of arbitrability to the final decision of the arbitra- 
tor. His decision should stand unless the arbitrator avowedly extends 
the limitation period. 

PARTIAL OR FRACTIONAL AWARD 


Under the jurisdictional concept in arbitration, the arbitrator must 
abide strictly by the provisions of the submission agreement. His award 
must be responsive to the full scope of that agreement. Because of this, 
an arbitrator not only is restricted from deciding more than is submitted 
to him but he is also traditionally enjoined from deciding less than is 
submitted to him. The principle is that “it is a fundamental requisite of 
an award that it shall be co-extensive with the submission” and must 
“embrace all the matters referred to him for decision with a positive 
adjudication upon each.”** If there was no consent to a partial or frac- 
tional award, an award on one of two issues is invalid and may be 
vacated because the arbitrator failed to pass on all matters submitted. 
While the proposition is often stated as above, an investigation of the 
cases reveals that the courts do permit partial awards when the issues 
and therefore the portions of the award are not interdependent, and the 
portion of the award sustained may stand alone. An example of this is 
Moyer v. Van-Dye-Way Corporation“ in which the parties submitted 
disputes regarding three sums allegedly due the employees and the 
union. The arbitrator found the employees and union were entitled to 
two of the sums and so awarded. However, on the evidence available he 
did not feel competent to make an award on the third sum and directed 
an accounting be had, the company to pay over whatever appeared due 
on the accounting. The company failed to comply and the union sued in 
the federal district court for judgment on the award and the amount of 
the third fund. The district court upheld the award as to the first sum 
but denied recovery for the second and third sums. The only appeal was 
by the defendant from judgment for the first sum. The Court of Appeals 
for the Third Circuit affirmed, and speaking through Judge Goodrich, 
stated: 


# Application of MacMahon, 63 N.Y. S. 2d 657 (1946). 
4 Associated Corset and Brassiere Mfrs. v. Corset and Brassiere Workers, 172 N.Y. Misc. 
1029, 16 N. Y.S. ad 736 (1939). The use of the term “fractional award” may be preferable in 
view of the possible connotation of prejudice in “partial.” However, the term “partial award” 
appears to have some general acceptance. 

4 126 F. ad 339 (C.A. 3d, 1942). 
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It is established, we believe, that an award may be rejected in part and sustained 
in part. . . . It may also be taken as established that if the arbitrator has failed to 
execute his entire commission and that which he has done does not stand alone but 
depends in part upon the part unsettled, the award as a whole must fall. . . . On the 
other hand however, judicial utterance in New York supports the view that when 
the matters omitted are not necessarily dependent on and connected with the other 
points a partial award will be sustained. . . . The same is true where an award sued 
on is uncertain in its disposition of part of the case submitted. . . . This point of view 
expresses what is stated to be the now generally prevailing rule of law. 


The Boott Millis case is an example of refusing to sustain a partial 
award where the questions were interdependent.** The parties submit- 
ted the two questions of a fair wage and fair work load for loom fixers 
to arbitration. The board of arbitration decided the wage rate without 
deciding the work load. The company sought to quash the arbitration 
proceedings including the award. The Supreme Judicial Court of 
Massachusetts held the award invalid because of failure to decide both 
questions submitted when it was “manifest that there questions were 
interdependent.” On this point the court stated: 

In so doing the board, acting as arbitrators, did not pursue its commission as to 
one of the questions submitted for arbitration which had a direct bearing upon the 
proper determination of the other question as to which an award was made. “That 
an award which fails to decide all the material questions submitted is invalid, is a 
principle well established.”47 


The results in other cases have followed the same pattern. Where 
the questions are in fact interdependent, a partial award will not be 
sustained.** Conversely where the issues are not in fact interdependent, 
a partial award will be enforced.*® Hence, the validity of a partial award 
appears to turn upon the test of separability. 


45 Ibid., at 341. The case is also interesting because it involved a New Jersey corporation, a 
union representing Pennsylvania employees and an award made in New York. The court held 
the Pennsylvania conflicts of laws rule referred to the law of New York where the award was 
made and that the award was good under New York law even though the arbitrator did not 
decide all issues submitted because the partial award was not dependent on matters not de- 
cided. 

# Boott Mills v. Board of Conciliation and Arbitration, 311 Mass. 223, 40 N.E. 2d 870 
(1942). 

41 Thid., at 226 and 871. 

# Application of MacMahon, 63 N.Y. S. ad 657 (1946). 


# In re E. A. Laboratories, Inc., 50 N. Y.S. 2d 222 (1944). See also Publishers Ass’n v. N.Y. 
Typo. Union, 168 N.Y. Misc. 267, 5 N.Y. S. 2d 847 (1938); Marchant v. Mead Morrison Mfg. 
Co., 252 N.Y. 284, 169 N.E. 386 (1929); In re Herman, 170 N.Y. Misc. 852, 10 N.Y. S. ad 46 
(1938). 
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CoNCLUSION 

Judicial review of labor arbitration awards on jurisdictional grounds 
is necessary and proper. However, it seems necessary strictly to limit 
this review to the determination of the scope of the submission agree- 
ment. If the parties have submitted the questions of arbitrability to the 
arbitrator, such a submission should be as effective as any other sub- 
mission. If this procedural protection is given, the award should be 
final and conclusive on all parties. There should be no retrial of the 
merits by the court under the guise of a jurisdictional review. To do so 
will destroy the value of a procedure that has given industry, labor, and 
the public a service that the courts have not given and probably are not 
equipped to give. 





THE PATENT INFRINGEMENT SUIT— 
ORDEAL BY TRIAL 


Josera Borxm* 


HE LIFE of the law has not been logic, it has been experience.” 

Holmes’s famous statement has certain implications directly 

relevant to the issue of patent litigation and the role which it 
occupies in a dynamic, technological economy. Experience is a notoriously 
expensive school, and its costs increase with every failure of society to 
shorten the lag between the vast changes in economic life and the canons 
and procedures of judicial review. 

Within America’s economic system the problems of patent litigation 
represent a focal point in a larger context: the problem of monopoly. It is 
clear that correction of procedures, while essential in itself, cannot and will 
not affect the conditions which make patent litigation a critical weakness 
in the competitive evolution of the economy. The cure for the problems of 
patent litigation must be found in the ceaseless effort to inhibit monopoly 
growth. “Size” is relative to the market, and not a target of first impor- 
tance. It is the domination of the market by unfair means, the ability to 
preclude competition, not by valid patents but by abuses, which must be 
fought. A solution to the general question of monopoly thus carries an 
inherent solution to many of the worst difficulties encountered in patent 
litigation. Power corrupts patents as surely, as Lord Acton informed us, 
as it corrupts men, and in so doing perverts the role of the patent system 
and the function of the courts. 

The revival of the anti-trust movement in the past decade has estab- 
lished, with an unusually high degree of certainty, the standards of market 
behavior of businessmen. The courts have increasingly indicated that to 
divide industrial fields into noncompetitive areas ; to divide markets terri- 
torially ; to place quotas and limits upon the quantity and quality of pro- 
duction; to engross whole industries or forestall development—these ac- 
tions using the patent as a vehicle to give color of legality, are misuses of 
the patent grant. In other words, the courts have defined the market be- 
havior by which a patent may be abused to such an extent that the busi- 
nessman now has a reasonably clear-cut guide to policy conforming to the 
general law and to the Sherman Act. 

* Member of the Virginia Bar; formerly Special Assistant to the Attorney General, 
Anti-Trust Division, U.S. Department of Justice. 
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Nevertheless, there remains what is in some respects the most important 
of all phases of the problem of misuse: that is, the process of litigation 
within the confines of the patent grant. The anti-trust campaign has 
erected signposis of market behavior, but has left unresolved the diffi- 
culty posed by patent litigation as a device in which the nature of the 
patent itself becomes an instrument of monopoly aggression. 

Three basic reasons work to increase the gravity of all patent litigation 
in postwar America. First, patent litigation uniquely concerns the dy- 
namic force of American industry—scientific developments capable of 
productive application. Second, the degree of public interest in both basic 
and applied technology is automatically enlarged with every addition to 
the interdependence of industry. Third, both international balance and 
national security are directly at stake in the maintenance of technological 
superiority—technological supremacy is a basic issue in all patent litiga- 
tion. It is therefore essential to recognize that when a patent suit is de- 
cided, something more than the respective rights of the litigants is in- 
volved. In a very real sense, our national position and the progress of our 
economic institutions have become factors in patent litigation. 

At the outset of patent litigation an element is introduced which has 
nothing to do with the merit of contesting claims but which controls the 
ability to endure trial. This element is economic strength. So important 
has this become that it can be stated as a generality that conclusive deci- 
sions as a result of full legal review of patent conflict are possible only 
where the plaintiff and defendant are economic equals. Moreover, the 
level of equality must be high—far beyond the average resources of in- 
dividual inventors or typical small business firms. Under these circum- 
stances, even assuming that the technical merits or demerits are well 
defined on both sides, adjudication must result in partial, ambiguous con- 
clusions to the economic problems posed. Moreover, the defeat of justice 
implicit in such circumstances is translated generally into a defeat for the 
principles of competition and the legitimate purposes of the patent grant. 

It may be argued that this factor of economic inequality is a condition 
of nearly all litigation and is so recognized by the legal profession. But 
there is an inescapable difference in kind between a case involving, let us 
say, trespass, in which the contending parties are financially unequal, and 
a case of infringement of patents in which this inequality exists. The tres- 
pass involves primarily the rights of the litigants and only generally the 
rights of the public and the nature of the law. But a patent infringement 
suit is predominantly a problem in public interest (it is in the public in- 
terest that the patent system finds its justification), and a problem in the 
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relation between economic law and technology. The rights of the litigants 
are embraced within the public interest at issue and dependent upon it 
for the exceptional character of the rights contested. 

During the two decades prior to the anti-trust crusade, independents 
in many fields were being driven from the market place, either by notices 
of infringement or by the actual filing of suits. Colorful, albeit opprobrious, 
epithets were hurled by the contestants. The entrenched groups referred 
to the independents as “bootleggers” and “counterfeiters.” Such termi- 
nology, by indirection at least, presupposed that the large monopoly and 
panopoly groups considered themselves as “governments.”’ The inde- 
pendents, on the other hand, referred to the flood of infringement notices 
and suits as “patent racketeering.” 

The attitude of an official of a small Texas glass container company 
was typical of the feeling of independents in the radio, electric lamp, 
optical, chemical, aeronautical and other fields with a high incidence of 
patent infringement suits. In testifying about his company’s experience 
in dealing with the Hartford-Empire Company, S. A. Coleman of the 
Knape-Coleman Glass Company stated: 

In Texas within my lifetime I had seen men hanging in trees for doing less than what 
the Hartford-Empire was trying to do to my small company. ... We naturally were 
finally forced to hire a patent attorney. We had to acquire the services of a Texas 
attorney, and I think there are some two or three patent attorneys in the State. They 
brought us into court in April of 1935, as I recall. Well, when I arrived in San Angelo 
and met them there in the hotel, I can conservatively say there was a half train load 
of attorneys and equipment. There were motion picture projectors and attorneys all 
over the place. I don’t know anyone of the Hartford legal staff that was not there. 
They were prepared to give us a nice battle. Well, I had only one attorney and he was 
considerably lost in that crowd. I wish you might have seen his face that morning. So 
I promptly asked for a recess until the afternoon, in order to see if we couldn’t settle 
the case out of court.’ 


There is almost complete uniformity among observers, representing 
many different perspectives, on this economic qualification of the ends of 
judicial procedure in patent infringement suits. The situation places an 
individual inventor at the most disadvantageous odds vis-a-vis a stronger 
opponent. It means that an inventor cannot enforce his rights, let alone 
protect them against invasion, unless, in addition to the patent, he also 
possesses what may be called “litigation capital” ranging from several 
thousand to several hundreds of thousands of dollars.* Thus the small 

* 2 Hearings before the TNEC, 76th Cong. 1st Sess., at 614 (1939). 


* Rice, History of Patent Law, 1 Hearings before Committee on Patents on H.R. 4523, 
74th Cong. 1st Sess., at 1136 (1935). 
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concern, or individual inventor, who is unable to establish his rights, is a 
hapless target for litigation. If the small independent elects to defend, he 
may win at law and lose his business anyway. If he capitulates and settles 
he sacrifices his independence, his competitive position, and probably 
some major part of his patent position as well. This outcome may occur 
even where the smaller party has the stronger patent position, or where 
the larger party is armed with patents of doubtful validity. The results to 
the competitive system, and to the independent, are the same. 

The initial adversity to the small as against the large litigant is tre- 
mendously enhanced if, as is the more common case, the infringement 
litigation involves patent consolidations. With each claim of every patent 
in the pool representing a potential source of litigation, and with no sure 
means of knowing in advance which of these claims will be upheld by the 
courts, the enormity of the task facing the outsider should be apparent. 
It is not necessary to dwell at length upon the background of patent com- 
binations, pools, cross-licensing agreements, and patent cartels so preva- 
lent in vital areas of modern industry. The whole advance of carteliza- 
tion, the gradual and drastic displacement of competition by controlling 
power groups in industry, has to a large extent been made using patent 
agreements as a vehicle. 

We must recognize that, given the patent system as it is—a product of 
the handicraft era projected into the industrial environment of the twen- 
tieth century—patent consolidation is for economic and technical rea- 
sons almost unavoidable. Invention is now in great part an industry, and 
a large-scale accompaniment of large-scale production in a complex 
economy. 

The point here is that patent consolidation is pro tanto a reformation 
of the patent system and that the dilemma resulting from a reformation 
in fact, which is only obliquely dealt with in law, brings about a grotesque 
maladjustment in the efficacy of the law in attaining public purpose. We 
may mask, but we cannot conceal, the reality of patent consolidation or its 
consequences in further complicating the judicial contest respecting in- 
dividual patent rights. 

That this aspect of litigation has assumed a stature of awesome propor- 
tions is indicated clearly by the part it has come to play in international 
economic warfare as well as in domestic strife between monopoly and 
competitive forces. Thus, instance after instance was adduced in the hear- 
ings before the Senate Patents Committee during the war years in which 


3 On this question see, e.g., Hearings before Senate Committee on Patents on S. 2303, 77th 
Cong. 2d Sess., passim (1942). 
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litigation, contemplated, potential, or actual, served as the battering ram 
in the creation and maintenance of cartel positions. These included mag- 
nesium, synthetic rubber, petroleum, dyestuffs, optical instruments, ma- 
chine tools, and others.‘ 

The pattern is similar domestically. The great patent combines in such 
major industries as electronics, communications, chemicals, light metals, 
aeronautical equipment and other fields of equal rank, recognize that as 
a by-product of the divisions of interests there is created a “no-man’s 
land” in which joint interest seeks to prevent competition. The methods 
of “blocking off and fencing in” exemplified in the Hartford-Empire cases 
are generalized in less crude form. The “no-man’s land” is “policed” with 
the threat of litigation, and the courts become the unwilling guardians of 
the approaches to the market. 

It is a characteristic reaction when patent litigation is threatened by a 
powerful adversary for the smaller opponent to surrender to onerous 
terms in a cross-licensing or pooling arrangement. The smaller producer 
thereupon enters into patent peonage. Under this system of technological 
servitude, the capitulating party agrees to turn over rights to existing pat- 
ents and all future developments and patents.* Both his patent incentive 
and his industrial initiative are to this extent surrendered.’ 

It may often be true, as in United States v. Carboloy,’ that the induce- 
ments held out to other groups, by one seeking a monopolistic position of 
freedom from litigation, are seemingly persuasive and profitable, assuring 
mutual security in a shared market. But a high price for acquiescence to 
restriction does not diminish the restriction. Whether the arrangement 
results from the initiative of a licensor or a potential licensee is beside the 
point—it is the resulting impediment upon industry which is the issue, and 
the resultant injury to the competitive process which damages public in- 
terest. Moreover, the fact that patent litigation may be employed recipro- 
cally emphasizes its use as an instrument of economic duress. The peonage 
may be idyllic with respect to both aggressor and submittant, but it re- 
mains a device of restriction. 

4 Ibid. 

5 Hartford-Empire Co. v. United States, 46 F. Supp. 541 (Ohio, 1942), modified 323 U.S. 
386 (1944), explained 324 U.S. 570 (1945). 

6 But the ability to cross-license future patents is limited by the dictum in Transparent- 
Wrap Machine Corp. v. Stokes & Smith Co., 329 U.S. 637, 646 (1947). 

7 Borkin, Patents and the New Trust Problem, 7 Law & Contemp. Prob. 74 (1940). 


* United States v. General Electric Co., Carboloy, Krupp, et al., 80 F. Supp. 989 (N.Y., 
1948), noted 17 Univ. Chi. L. Rev. 357 (1950). 
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Infrequently this arrangement of monopoly tactics encounters unex- 
pected opposition and defeat, as in the early stages of the automobile in- 
dustry, where the obduracy of Ford in the various Selden suits ultimately 
freed the entire industry and brought about a complete revamping of the 
patent situation.? But against this must be balanced the overwhelming 
experience of the industries which have witnessed the capitulation of 
competition when confronted with the prospect of ordeal by infringement 
suits. 

Inasmuch as patent consolidations are invariably carried through by 
enterprises making use of the corporate form, a collateral question pre- 
sents itself for discussion. At the present time the preponderant majority 
of significant inventions are financed, planned and developed by corpora- 
tions. Yet today a corporation may not take out a patent. In a legal sense 
it may not assume the role of an inventor. As a result, a whole class of in- 
ventors, known opprobriously as “captives,” are removed from the full 
incentive held out by law. Before the individual scientist places a pencil 
on a drawing board or begins to compound chemicals, the fruit of his crea- 
tive work is already pledged to an employer in return for a wage. This 
condition is the crux of the lag between the fictions of the law and the 
reality of technology. 

The creative contribution of the corporation is, however, both large 
and necessary. Without the large laboratories, enormous expenditures of 
risk capital, and the ceaseless exploration of new technological frontiers 
made possible by the corporations, invention today would be reduced to 
the dimensions of handicraft. Indeed, invention could no longer be car- 
ried on by individuals acting alone. The dimensions of technology require 
cooperative, expensive and organized research. The corporation now pro- 
vides the creative matrix in which these necessary factors are combined. 

In order to permit the corporation to assume the role of the inventor 
a whole array of artful dodges has been developed in the form of assign- 
ments, licenses, and automatic transfer of the grant. How much more 
realistic it would be to give legal recognition to organized research con- 
ducted by corporations, and then to regulate patents in accordance with 
the facts of modern technology.’ 

* Welsh, Patents and Competition in the Automobile Industry, 13 Law & Contemp. Prob. 
260 (1948). 


*° See Potts v. Coe, 140 F. 2d 470, 474 (App. D.C., 1944), where Justices Arnold and Miller 
stated: “In other words, patents are not intended as a reward for a highly skilled scientist 
who completes the final step in a technique, standing on the shoulders of others who have gone 
before him. By the same token they are not intended as a reward for the collective achievement 
of a corporate research organization. Today routine experimentation in the great corporate 
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Patent litigation is no longer a straightforward encounter at law, 
with limited antecedents, firm precedents, and few consequences of impor- 
tance to the economy. Even the least complex patent litigation today has 
ramifications reaching to the roots of the industrial structure. Major 
patent litigation may decide the whole course of development of an in- 
dustry. Access to the market, industrial policy, and even the direction of 
industrial regulation by government, may be shaped or strongly influenced 
by the outcome of a dispute in which patents are the weapons as well as 
the stakes of the immediate engagement. Economic power and economic 
development are the ultimate interests touched by the fray. 

The peculiar importance of patent litigation is a product of several fac- 
tors. In addition to the strategic value of the grant in a technical environ- 
ment of interlocked, interdependent yet fluid processes, the causes of ac- 
tions.are as wide as industry and as narrow as the finest line of distinction 
between patent claims. The judicial review of what is essentially an ad- 
ministrative law issue raises questions of broad legal and economic con- 
sequence. 

If patent litigation is viewed in terms of the function which it performs 
most frequently under present conditions, it becomes at once apparent 
that the legal phase of the struggle is part of a much wider economic proc- 
ess. Patent litigation may be invoked tactically or employed as a flanking 
maneuver in a competitive skirmish. It may be used in efforts to gain 


economic ends by bluff or intimidations. It may be a routinized variation 
in that intricate counterpoint by which industrial interests are merged, 
with the goal not victory over an adversary, but establishment of the 
terms of alliance. The patent contest, potential or actual, may be the 
offensive or defensive screen by which industrial fields are pre-empted, 


laboratories can produce results beyond the imagination of twenty years ago. But such con- 
tributions to industrial art are more often than not the step by step progress of an entire 
group, not the achievement of an individual. Such an advance is the product not of inventive 
ability but of the financial resources and organizing ability of those who operate the labora- 
tories. The practice of requiring the expert employees of research organizations to assign in 
advance all their future patent rights to the organization, itself reflects the respective contribu- 
tions of the organization and the individual to these so-called inventions. The ‘inventor’ is 
paid only a salary, he gets no royalties, he has no property rights in the improvements which 
he helps to'create. . . . The corporate research laboratory of today has given us the greatest 
invention of modern times, the knowledge of how to invent. Under a disorganized system of 
invention a hundred men would hunt for the needle in the haystack, the prize going to the 
successful finder while the efforts of the others served only to scatter the hay in all directions. 
Ee ens Oe eee Eee. Each man is given a section of the hay 
to search. The man who finds the needle shows no more ‘genius’ and no more ability than the 
others who are searching different portions of the haystack. . . . And thus the research labora- 
tory becomes a sort of sub-Patent Office, granting or withholding patents to its employees for 
considerations s foreign either to the patent law or to the provision in the Constitution which 
authorizes it.” 
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guarded or explored for conquest. The relative importance of patent litiga- 
tion is dependent not upon any objective merits and issues at all, but 
rather upon the alternatives available to policy makers in industry. 

Obviously, to weigh patent litigation in terms of its functional aspects 
is to recognize that it is at the present time a supple, protean instrument 
of economic and technical policy. It is not possible to limit in advance the 
manifold uses of patent litigation as an economic device, or to exhaust the 
variety of settings in which the litigation may be central or tangent to the 
real issues involved. 

At this point, it is desirable to emphasize certain peculiarly important 
conclusions which emerge from the analysis. First, with respect to com- 
petition, the fact of litigation may in itself be decisive, regardless of any 
outcome in court. Second, markets of a defendant in patent litigation 
may easily dry up and disappear or be diverted beyond recall during 
pendency. Contributory infringement is a potent discouragement to 
buyers, in a case of any weight, and can serve as an effective side-attack 
to cut off the economic support of a small producer. 

Called upon to decide the profound issue of determining where history 
has ended and where the “flash of genius” begins, the courts are handi- 
capped by the limitations of their training. No law school combines the 
advanced training in technology required to decide what is novel in 
chemistry, physics and mathematics, with the standard training in legal 
canons. Viewing the situation realistically, judges and their law clerks are 
not sufficiently skilled to determine the answers. To thrust upon the courts 
problems of this character and scope is to guarantee the anathemas of the 
law: uncertainty, ambiguity, and confusion.” 

Moreover, in consequence of the evolution of the economy, courts are 
transformed from arbiters judging between adversaries in the light of law 
and policy into participants in the high economic strategy of monopoly 
groups. Against their will and in contradiction of their intended function, 
the courts become arenas of economic warfare selected not for their capac- 
ity to settle issues, but simply as sites which are favorable for the pro- 
longation, threatened or real, of costly conflict. In the haule politique of 
monopoloid assault on competitors, the courts become a decisive means 
of forcing checkmate, stalemate, or the abandonment of the competitive 
struggle. 

" Testimony of J. Borkin, Hearings before a Subcommittee of the Select Committee on 
Small Business of the House of Representatives, 80th Cong. 2d Sess., at 1037 (1949). 


2 See Cuno Engineering Corp. v. Automatic Devices Corp., 314 U.S. 84 (1941); Marconi 
Wireless Telegraph Co. of America v. United States, 320 U.S. 1, dissenting opinion at 60 (1943). 





642 THE UNIVERSITY OF CHICAGO: LAW REVIEW 


It is the misuse of patents, the abuses in pooling and cross-licensing, 
the perverting of organized research, and the deliberate misemployment 
of instruments of law designed to give justice, that render patent litigation 
so dangerous a tool in the hands of monopoly groups. Litigation and 
threats of litigation may often be more effective in establishing and per- 
petuating monopolistic control than any other recourse available to in- 
dustrial giants bent upon eliminating competition. Patent piled upon 
patent, like Ossa piled on Pelion, becomes the base for assault upon com- 
petition and upon the dispensation of justice by the courts. 

Neither courts nor commissions have been blind to the implications of 
this condition. Courts have long recognized that threat of infringement 
suits made to harass competitors is in itself unfair competition. But al- 
though spurious and vexatious litigation as such are violations of the 
Sherman Act, the legal determination of their existence is difficult. The 
establishment of “‘intent”’ and ‘‘motive,” which is the current element in 
the proof of vexatious or spurious suits is therefore rare. Proof in such 
cases, unless it is substantiated by clear-cut documentary evidence, strains 
the judicial process. 

But whether the litigation is vexatious, in bad faith, or for purposes 
other than adjudicating legitimate dispute in the courts, is beside the 
point. What is needed is recognition that litigation may be oppressive 
per se, and is an integral part of the pattern of monopoly abuse of the 


patent or patents.'* All through the anti-trust campaign against patent 
abuses the powerful effect of the infringement suit, threatened or actual, 
has been emphasized. From the pleadings in the government’s actions one 
may surmise that litigation has been used as a device to force recalcitrant 
members of an industry to fix prices, divide geographical areas and fields 
of industry, limit production, and in effect perform many of the acts which 
the courts have now condemned.* It is in this respect that some major 


*3 United States v. Hartford-Empire Co., note 5 supra; United States v. Vehicular Parking, 
Ltd., 54 F. Supp. 828, 832, 839 (Del., 1944); Patterson v. United States, 222 Fed. s99 (C.A. 
6th, t015), cert. den. 238 U.S. 635 (1915); aE v. Magnavox, 94 F. 2d 883 (C.A. oth, 1938); 
United States Consolidated Seeded Raisin Co. v. Griffin & Skelley Co., 126 Fed. 364 (C.A. 
gth, 1903). See Commercial Acetylene Co. v. Avery Portable Lighting Co., 152 Fed. 642 
(C.C. Wis., 1906); Stewart-Warner Corp. v. Staley, 42 F. Supp. 140, 146 (Pa., 1941): “As to 
the charge against plaintiff of bringing unwarranted patent suits, it is true that the plaintiff 
had a legal right to bring suits on patents owned by it for alleged infringement. But where, as 
alleged in the amended counterclaim, such suits were brought without probable cause, that is 
an element to consider in connection with the charges made by the defendant of violation by 
plaintiff of the anti-trust laws.” 

4 Borkin, Patents and the New Trust Problem, 7 Law & Contemp. Prob. 74, 77 (1940). 


*5 For example, United States v. A. B. Dick Co., D.C. N.D. Ohio E.D., Civil Action 24188, 
complaint at 24 (1946), where the government charged Dick with “conducting and threatening 
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cases have pointed to the increasing gravity of litigation as a monopoly 
device, and to possible avenues of improvement. 

In a long series of cases decided within the past two decades the courts 
have moved steadily to cut down the claimed rights of the patentee. In 
most of these decisions, the patent infringement suit plays an important 
part. Frequently it was the desire to avoid potential infringement suits 
which induced the adoption of a practice later held to be illegal.** More 
common, perhaps, is the situation where a patentee, dubious about the 
strength of his own patent position, establishes an attractive licensing or 
pooling system in order to “buy off” potential infringers while at the same 
time preventing his patents from reaching adjudication."’ 

In still another class of cases it was the infringement suit itself which 
provided the court with an opportunity to lay down rules of conduct. The 
most important of these decisions is Morton Salt Co. v. Suppiger Co.** Al- 
though prior decisions had held that suit could not successfully be brought 
against a contributory infringer, or even a direct infringer, by a patentee 
who required the use of unpatented materials, the Morton Salt case can 
nevertheless be said to “mark a milestone.”** Chief Justice Stone, speak- 
ing for a unanimous court, said: 


to conduct oppressive patent litigation for the purpose of harassing competitors and their cus- 
tomers.” A consent decree enjoining these practices resulted. In the government’s complaint 
against the Bendix Aviation Corp. and others, charging monopolistic control by patents of 
hydraulic braking systems for automobiles, there appears the following: “Throughout the 
period covered by this complaint the defendants jointly and severally have systematically ac- 
quired and utilized large numbers of patents relating to braking systems for the following 
oe purposes, among others: (a) Through sheer force of numbers of patents to intimidate 

and discourage other manufacturers contemplating the production of braking systems and 
thereby prevent their entry into such production; (b) To harass competitors in the production 
of braking systems by threatening and conducting oppressive patent litigation against them; 

- i) See eee ane when such adjudica- 
tion might invalidate or otherwise prejudice paten ts already owned or controlled by the de- 
fendants.” United States v. Bendix Aviation Cr D.C. §.D. N.Y., complaint at rs. And in 
the government’s suit charging a conspiracy to monopolize the manufacture, distribution, 
and patents relating po Sooeenent nang and Stree, 2 la.giaend Soe “Supported by this 
illegal pool of patents, patent rights and licenses, General Electric and Westinghouse have 
threatened to institute and have instituted patent infringement suits against potential and 
actual competitive manufacturers of fluorescent lamps and against those companies that might 
serve these potential and actual competitors with lamp parts, with the view to eliminating 
such sources of competition from the lamp market.” United States v. General Electric Co., 
82 F. Supp. 753 (N.J., 1949), complaint at 18. 

6 For example, United States v. Line Material Co., 333 U.S. 287 (10948). 


11 For example, United States v. Hartford-Empire Co., note 5 supra; United States v. 
Masonite Corp., 316 U.S. 265 (1942); United States v. United States Gypsum Co., 333 U.S. 
364 (1948). 

*8 314 U.S. 488 (1942). 

a rr ne 
720 (1943). 
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It is a principle of general application that courts, and especially courts of equity, 
may appropriately withhold their aid where the plaintiff is using the right asserted 
contrary to the public interest. ... Equity may rightly withhold its assistance from 
such a use of the patent by declining to entertain a suit for infringement, and should 
do so at least until it is made to appear that the improper practice has been abandoned, 
and that the consequences of the misuse of the patent have been dissipated.?* 

In its narrowest construction the decision means that a patentee who 
has misused a patent will be temporarily deprived of that patent. But a 
considerably broader significance for the Morton Salt decision is indicated 
in Mercoid Corp. v. Minneapolis-Honeywell Regulator Co.," where Justice 
Douglas states: “The legality of any attempt to bring unpatented goods 
within the protection of the patent is measured by the anti-trust laws 
and not by the patent law.” 

The multiple effects of these decisions have been manifest both in sub- 
sequent private litigation and in the application of the anti-trust laws. 
The full consequences of this position can become evident only over a con- 
siderable period, but it is already apparent that a long step was taken in 
the Morton Salt decision toward redressing the balance which monopolistic 
tendencies had destroyed between the legitimate and the improper uses of 
a patent; and between litigation necessary to clear obstacles from the path 
of economic and technical advances, and litigation used to club competi- 
tion out of the market. The decision should give pause to large corpora- 
tions and industrial consolidations contemplating infringement suits. The 
nature of their adversaries’ defense may well rob them of the infringement 
suit weapon. An arrow in the quiver is more valuable than one expended 
on a missed target. The danger is compounded when the bow itself may be 
confiscated. 

Two recent lower court decisions serve strikingly to illustrate the part 
which infringement actions may play in the attempt to regiment an indus- 
try. In the Carboloy case” the almost prohibitory expense involved in the 
defending of an infringement suit gave the Carboloy Corporation many 
years time in which to build up an entrenched position in the cemented 
carbide field—a position based almost entirely on invalid patents. It was 
only after an unusually tenacious independent, spurning all offers of com- 
promise, had forced Carboloy to carry the patents through to adjudica- 
tion that the door was finally opened to competition.” It is to be regretted 
that this result did not occur some twelve years earlier. 


2° Morton Salt Co. v. G. S. Suppiger Co., 314 U.S. 492, 493 (1942). Italics added. 
# 320 U.S. 680, 684 (1944). ™ United States v. Carboloy, note 8 supra. 


3 + Hearings before Senate Committee on Patents on S. 2303, 77th Cong. 2d Sess., at 371; 
Patent Pooling and the Anti-Trust Laws, 17 Univ. Chi. L. Rev. 357 (1950). 
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The opinion in United States v. General Eleciric Co.,* filed early in 1949, 
reveals a pattern of direct aggressive use of the patent infringement suit in 
the attempt to achieve and secure a monopoly position. Without delving 
into all of the issues in this case, it may be remarked that the asserted 
patent position and the monopoly control by General Electric and the 
other defendants touched nearly every phase of the lamp-making field, 
including automatic lamp-making machinery, lamp base-making ma- 
chinery, bulbs, tubing and tungsten wire. 

The government, as in many other cases, charged that “the patents 
themselves were made conspiratorial devices to function by weight of 
number.’’*s Finding that General Electric had violated Sections 1 and 2 of 
the Sherman Act, and noting that the company had developed a “model 
of industrial efficiency,”” Judge Forman stated: 

On the other hand, there can be no doubt that it paced its industrial achievements 
with efforts to insulate itself from competition. It developed a tremendous patent 
framework and sought to stretch the monopoly acquired by patents far beyond the 
intendment of these grants. It constructed a great network of agreements and licenses, 
national and international in scope, which had the effect of locking the door of the 
United States to any challenge to its supremacy in the incandescent electric lamp in- 
dustry arising from business enterprises indigenous to this country or put forth by 
foreign manufacturers.* 

It is evident that patent litigation played an important role as an aux- 
iliary consideration in the creation and maintenance of the “patent net- 
work.” The suit brought by Corning against Demuth when it was “‘recal- 
citrant’”’ about taking a license under one of the patents in the general 
structure, is but one instance. 

Despite the emphasis by the Department of Justice in this case on the 
use of patent litigation as an aggressive business weapon, the court could 
not find that the patent suits engaged in by the company were in fact 
vexatious. Certainly failure to succeed in the litigation cannot be con- 
strued as a test of spuriousness; at least it cannot be so construed in the 
absence of more cogent evidence—the discovery of which may have to be 
left to devices occult rather than legal. In examining the question of “vexa- 
tious litigation,’ Judge Forman’s opinion reflects the nature of the 
problem: 

In its argument that General Electric prosecuted vexatious and oppressive patent 
litigation in order to maintain its monopoly position, the Government refers to a num- 
ber of patent suits which it alleges were brought without probable cause. .. . It 

™ 82 F. Supp. 753 (N.J., 1949). 

*5 United States v. General Electric Co., 82 F. Supp. 753 (N.}., 1949), complaint at 18. 

* United States v. General Electric Co., note 24 supra, at 805. 
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stressed the uniform lack of success by General Electric in all of this litigation as in 
itself sustaining the charge that the suits were brought without probable cause. Gen- 
eral Electric, on the other hand, denied that it used its patents as a.means of wearing 
out its competitors by vexatious litigation. . . . It contended that it acted only within 
its rights in bringing patent infringement suits to protect its inventions. 

There appears to be little merit to the Government’s charge of vexatious litigation 
for the very nature of a patent grants to the owner the right to protect it against in- 
fringers. Normally the patent owner is under no requirement to license the use of pat- 
ents or even to use it himself. It seems apropos on the arguments of both the Govern- 
ment and General Electric at this phase of the case to raise the question of efficacy 
of the present patent system which permits the issuance of patents in the number 
disclosed in this case which, when subjected to the test of litigation, results in invalidat- 
ing the work of the patent authorities.*? 


Stress may be placed upon another phase of this opinion, one that aims 
directly toward a technical source of difficulties in patent litigation. Pat- 
ents issuing from the Patent Office have presumptive validity, but a large 
number, estimated at more than three-fourths of those adjudicated, are 
held invalid by the courts.** It might seem, therefore, that a strong case 
can be made that many of the possibilities of vexatious litigation, as well 
as of illegal arrangements to protect a structure of weak patents, arise 
from the prevalence of invalid grants. But much of the harassment arises 
from the threat of litigation and is not directly affected by validity or in- 
validity.*® The ultimate question, however, is of greater importance. Even 
if all patents were valid, there would still remain, under the present eco- 
nomic and technical circumstances, the problems of misuse, of deliberate 
patent aggression, of purposeful “vexation at law.”’ And public interest in 
the results of patent contests would continue unabated. The General 
Electric case is important as a culminating effort in a long case history of 
anti-trust litigation between an industry and the government. From the 
standpoint of this inquiry, however, it has certain other aspects which are 
met over and over again in both anti-trust enforcement and patent dis- 
cussion. Thus, the basic purposes of patent amalgamations, such as that 
which the court found to exist in this instance, are directly related to the 
question of litigation. 

With respect to the pooling of patents, it has long been recognized that 

#7 Tbid., at 816-17. 


** See Evans, Disposition of Patent Cases by the Courts, 24 J. Pat. Off. Soc. 19 (1942); 
Patent Pooling and the Anti-trust Laws, 17 Univ. Chi. L. Rev. 357, 362 n. 22 (1950). 


* While most potential defendants are undoubtedly in a position to judge accurately the 
probable validity or invalidity of the industry’s patents, the fact remains that it costs just as 
much to defend an infringement suit based on invalid patents as one based on valid patents. 
But the greater likelihood of a successful defense in the former case may sometimes be the de- 
ciding factor in the question of whether to defend or to capitulate. 

j 





THE PATENT INFRINGEMENT SUIT 647 


the purpose of pools is the reduction or elimination of patent conflict and 
patent litigation among the participants. Aside from technical necessities 
met by pooling or consolidation, “pools and cross-licensing agreements 
are ... designed . . . to eliminate patent conflicts and reduce patent liti- 
gation.’’* But at the same time, and by the same token, the consolidation 
has as an inherent aim the strengthening of the litigating position of the 
participants toward outsiders. Even if the strong temptation to use the re- 
sulting superiority aggressively is avoided, the mere existence of the con- 
solidation is usually sufficient to achieve the end of monopolization. At 
the same time the normal risks of legal action are reduced. 

This feature is emphasized by Wood: “Patent litigation is one of the 
most universally criticized features of the system. It involves tremendous 
consumption of money and time; and it creates that most dreaded of all 
factors in any business undertaking—uncertainty.”’** Again, while Wood 
considers the reduction of litigation as one basic incentive in pooling, 
he points out that, “In the case of combining owners the danger of abuse 
varies with the dominance of the members of the interchange in the indus- 
try, the importance and relationship of the patents pooled, and the extent 
to which competitors are excluded from the benefits. It is not the presence 
of any single element of restraint so much as it is the entire collection of 
factors which frequently threatens the security of the other members of 
the industry.’’# 

It is a truism that the patent grant is an invitation to sue and be sued. 
Courts have entertained actions involving trespass against the boundaries 
of patents ever since the early Case of Monopolies. The strict legal view 
of the considerations entering into an infringement case has undergone 
relatively little change in the interim. Indeed, the entire industrial evolu- 
tion occurred without fundamentally altering the judicial conception of 
“the nature of the case’”’ arising from an incursion of the borders of a 
patent. At the same time, the status of the patent itself has been im- 
measurably transformed. The patent in modern industry has become a 
strange, mutated variant of that limited monopoly promoting science 
and useful arts envisioned by the authors of the Constitution or the ven- 
erable jurists of the common law. 

Fundamentally, all of the baffling difficulties attending the operation of 

3° Welsh, Report to Committee on Patents, 1 Hearings before Committee on Patents on 
H.R. 4523, 74th Cong. rst Sess., at 1147 (1935). 


3* Wood, Patents and Antitrust Law (1942). Wood estimates minimum cost of final de- 
termination of validity of a patent to be $50,000. 


# Thid., at 102. 
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the patent system arise from this basic and increasing gap between law 
and technology. It must be emphasized that between the spirit of the legal 
philosophy which created political democracy and the progress of science 
there is no conflict. The disparity is one of form: between eighteenth- and 
early nineteenth-century definitions of the grant and twentieth-century 
technology. The draftsmen of the Constitution foresaw and specifically 
attempted to avert certain dangers of monopoly.** But they could not at 
the time forecast the colossal economic machine of the present day, or the 
fact of corporate research and cooperative invention. While the patent 
system has spurred invention, law and policy have failed to keep pace with 
technology. The disparity therefore becomes cumulatively more serious. 

The major proposals that have been made for meeting and correcting 
the problem posed by patent litigation fall into a few main categories. The 
first group of suggestions may be reduced to methods of increasing the 
standard of patentability, and thereby enhancing the presumptive validity 
of the grant. The second type of proposal envisions the creation of a single 
Court of Patent Appeals or some similarly specialized tribunal, within the 
framework of the judicial system. The third set of oft-repeated recom- 
mendations, in a multitude of variations, offers designs for compulsory 
licensing—a form of relief granted by courts upon occasion in recent years, 
but not on a scale commensurate with the scope of the problems considered 
here.4 A fourth recommendation frequently advocated, which has some 
grounds of experience in anti-trust litigation, is the adoption of a statute 
permitting the government to intervene as a party in patent suits when 
there are aspects which touch the public interest. The fifth major group of 
solutions includes creation of a patent commission, the formulation of a 
new system of patent review, or the provision of panels of experts to assist 
the courts in patent disputes. In recent years, the TNEC, the various 
patent inquiries by special committees such as the President’s Patent 
Planning Commission, and a legion of congressional resolutions, have 
recapitulated the principal solutions offered. 

It may be remarked that in view of the high proportion of patents found 
to be invalid by the courts, an increase in the standard of patentability for 
inventions would seem to be desirable. But this approach must be con- 
sidered in terms of relative rather than absolute validity. To require the 
present Patent Office to issue patents having a “guaranteed” validity 
would impose an almost impossible task, necessitating an immense and 


33 See Hamilton, What is a Patent?, 13 Law & Contemp. Prob. 245 (1948). 
4 Borkin, op. cit. supra note 19. 
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unwieldy magnification in its size. The number of patents issued would no 
doubt decrease. But, the core of the question would remain unresolved. 
As an administrative grant, the patent could not be given absolute valid- 
ity without, in effect, removing the judicial function of review, a step 
questionable in principle and having serious implications for the meaning 
of the patent system. It is traditionally one of the major purposes of the 
patent system to encourage the individual, to stimulate the creative, even 
“gadgeteering’’ efforts of the American people by awarding a “diploma of 
recognition’ to those whose ideas pass certain minimum, rather than 
maximum, tests of novelty and ingenuity. So to elevate the initial test of 
invention as to affirm validity by the grant itself would not only discour- 
age the individual incentive of thousands of aspirants, but would probably 
mean that patents would become concentrated in fewer hands. Moreover, 
litigation could still not be entirely precluded without thereby reducing 
the scope of the judicial responsibility to pass upon the patent from stand- 
points other than those of validity. Absolute validity and practical im- 
munity from challenge, even for abuses, would certainly tend to coalesce. 

As presented by Dr. Vannevar Bush to the TNEC, the Report of the 
Science Advisory Board recommends “‘that there be established a single 
Court for Patent Appeals in order to establish and maintain harmony and 
accuracy in judicial interpretations of patent questions, by confining the 
appellate jurisdiction in civil patent causes to one court, composed of per- 
manent judges having the necessary scientific or technical background.’’** 
Supplementing this recommendation is the further suggestion that ‘there 
be provided scientific or technical advisors or juries to furnish adequate 
scientific or technical assistance to courts of first instance equity patent 
causes.’’3* The Board, according to Dr. Bush, made no ‘“‘recommendation 
in regard to the distribution of functions between the courts of first in- 
stance and the Court of [Patent] Appeals.”’*7 

How may this scheme be appraised? Some of the inequitable features of 
present procedure would doubtless be mitigated, but establishment of a 
Court of Patent Appeals, and the provision of technical advisers for courts 
of first instance, would scarcely meet fundamental objections. The small 
producer would still be liable to attack by predatory larger combines. The 
adverse effects of patent monopoly abuse on the competitive system would 
not be cured. Conceding all the claims that are advanced to buttress the 


38 3 Hearings before the TNEC, 76th Cong. 1st Sess., at 1142 (1939). 
* Tbid., at 1143. 
37 Thid., at 906. 
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recommendation, it is still, primarily, a procedural rather than a substan- 
tive reform. 

Turning to the proposal that the government be permitted to intervene 
in infringement proceedings, a legislative proposal to achieve this objec- 
tive is contained in H.R. 97, introduced by Representative Voorhis of 
California in 1945. Section 27 of the proposed statute would authorize the 
United States to intervene in any proceeding in the federal courts where 
the issue of patent infringement or validity is raised.** 

Such a step would combine two basic objectives: combatting restraints 
of trade, and “‘equalizing’’ the position of the litigating parties. As an 
extension of the active public participation in the processes of industrial 
patent struggles, such a step is in some ways a logical corollary to the posi- 
tion of the Department of Justice toward abuses of patents. It would inter- 
ject a novel contingency into the fray, especially where oppressive or 
monopolistic tactics are present. The difficulties of the courts themselves 
would not be lessened, however, nor is there any reason to assume that in- 
tervention in this manner would automatically deter litigants from at- 
tempts to use the suit for the same purposes that are now so manifest. A 
shift in emphasis would probably result in the tactics of patent pressure 
groups. But at best the entrance of the government as a potential or actual 
party to every dispute is an expedient device, not a recasting of the 
problem. To be effective, the proposal for a federal “intervention division” 
would have to be spelled out by supplementary policies giving coherence, 
setting up standards, and avoiding further encumbrance of already tor- 
tuous proceedings. With these provisos, however, it should be said that 
this proposal merits the serious consideration of Congress. 

Of the many lines of suggestion advanced, the most fruitful would seem 
to point to the creation of a special administrative body, apart from the 

3*In this connection, see the statement of Mr. Wendell Berge, then Assistant Attorney 
General, before the Subcommittee of the Judiciary Committee of the House of Representatives, 
Feb. 14, 1945. “It is a matter of acute public concern that the special privileges conferred by 
the patent statutes, which are granted for the sole purpose of stimulating the arts and sciences, 
should be relegated to their true sphere. At the present time, the function of the Government 
in confining patent privileges to their legitimate sphere stops with the issue of the patent except 
insofar as the Government in Antitrust proceeding may attack the misuse of patent claims. 
Because a patent is a Government grant and constitutes a limitation upon the freedom of 
trade and competition, determination of enforceability, scope and validity once a patent 
has been issued should not be left exclusively to private negotiation and private litigation. 

“The Government, in intervening in infringement proceedings as the guardian of the public 
interest, would assure that special privileges, which the Government itself has granted for a 
specific and limited purpose, are kept within their legitimate boundaries. Grant of the right to 
intervene would not mean that this power would be exercised in every infringement suit. As @ 
matter of policy, the power would be exercised only where a significant point of law is involved, 
where the patents involved relate to considerable commercial and publicimportance, of where 


there was doubt as to the ability or willingness of the defendant to litigate the issue effectively 
and uncompromisingly.” 
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Patent Office itself, to review questions of validity. Such a body would 
determine the factual background of patents involved in litigation, leav- 
ing to the courts the determination of applicable law and public interest. 
A Board of Patent Review, similar to the NLRB or the SEC in structure 
and scope of jurisdiction, would be able to unify the gargantuan task of 
determining validity; and by sifting out complex factual issues, greatly 
reduce the proportions of litigation necessitating trial in the courts. 

The creation of a patent review commission would place the entire 
problem of patent infringement in the area of administrative law.** This 
approach would seem to provide the most feasible form of attack upon the 
problems defined here. It is questionable, however, that the entirety of 
the infringement question could be dealt with administratively. A com- 
mission, dealing primarily with questions of fact, would give to the courts 
predigested and verified data upon which to construct sound decisions. As 
an instrument of public policy, such a commission would be able for the 
first time to survey technological trends and coordinate patent policies in 
publicly financed research and in those critical areas where military se- 
curity, industrial development and private rights converge. 

Admittedly, the creation of a new commission adds to the vast array of 
agencies now regulating or influencing the behavior of industry. But the 
importance of the problem fully justifies the assertion of public interest in 
the area of patent litigation. Such a commission should be empowered to 
act as the determining agent in all questions touching the validity of 
patent grants. In other words, patent grants that have entered the market 
and are in dispute would become the subject of review by this commission. 

Here, then, is where litigation would begin. The commission would bear 
the burden of determination—and of cost—that now results in inequality 
between litigants. The basis of the commission’s work would be the public 
interest not only in the issuance of a grant, but also in the effects of dis- 
puted technical significance, and in the consequences for competition. In- 
vestigation, clarification, and determination of validity at public expense, 
for public purpose, would be the job of the commission. Its status would 
have to be such that the courts viewed its finding of fact with the same 
respect accorded to the factual data of, say, the FTC or the FCC. Obvi- 
ously, such a body cannot be a part of the existing Patent Office, nor can 
the latter assume the duties of both issuance and review of the grants. 

Appeals from commission decision might be taken to the courts—per- 
haps to a single appeals court. Meanwhile, the initial effects of the com- 
mission’s decision would obviate the tendency, now so widespread, for 


3% See Rice, A Constructive Patent Law, 16 N.Y.U.L.Q. Rev. 179 (1939). 
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markets of the weaker litigant to disappear under the shadow of con- 
tributory infringement. The commission, having made its finding, would 
be committed to support it throughout subsequent action. Size would no 
longer be the arbiter of disputes, and a test at law would be substituted 
for a test of strength. The effect upon the patent system, as upon industry, 
could only be salutary, strengthening the grants passing in review before 
the commission, and removing the uncertainty now handicapping enter- 
prise. 

Beyond this point, a complete re-examination and re-evaluation of the 
patent system may be necessary to strike at the substance of the problem, 
rather than its procedural aspects. The anti-trust approach has been, up 
to the present time, the only effective force driving in the direction of a 
solution. The conditions that create monopoly create also the evils of 
patent litigation. It follows that in the final resort, a large and formidable 
question is raised: Can the patent system be so modified by the creation 
of a “validating commission’’ as to prevent the present evils from subvert- 
ing the entire purpose of the patent grant? If not, then the unavoidable 
alternative is to throw open the whole patent question and to inquire 
whether some other methods of promoting science and industry need to 
be developed. It is this point of view which underlies the numerous de- 
signs for compulsory licensing. But compulsory licensing may create, if it 
is a general and not a special relief, problems as great as those with which 
the economy and the courts now strive to cope. Small manufacturers can 
be as readily injured by blind compulsion to license as large ones. The solu- 
tion does not lie here, as far as experience and opinion can guide us. 
Rather, compulsory licensing begs the question asked by patent litigation 
—how to prevent monopolistic abuses of the grant. It is a counsel of 
desperation rather than an intelligent and long-term arrangement capable 
of balancing the interests affected. 

It is this task, of balancing the requirements of a dynamic technology, 
access to market by competitive enterprise, and public interest in the 
maintenance of full economic opportunity and scientific advancement, that 
inclines the scales toward the use of the commission principle. But if a 
commission properly organized and defined in its powers is not established, 
time and technology will not wait. The patent system will then depart 
more and more from its aims, and the realities of science and the law will 
in time compel recognition that delay has destroyed the vitality of the 
system. Should this occur, reform will become moot, if not futile, and in all 
likelihood the moment of grace will have vanished irrevocably. 
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COMMENTS 


EXPORT COMBINATIONS AND THE ANTI-TRUST LAWS 
THE DILEMMA OF THE WEBB-POMERENE ACT 

The Webb-Pomerene Act,' granting American export associations certain 
exemptions’ from the Sherman Act, has been on the statute books for thirty- 
two years. It was passed largely because American business feared a postwar 
decline in the export trade that had been built up during the first world war. 
Because other governments encouraged combinations, it was thought necessary 
that we should have export combinations so that American exporters might 
“compete” with foreign traders on a more equal basis. Early commentators, in- 
fluenced by this background, tended to gloss over the Act’s provisos and con- 
cluded that the Sherman Act was now “happily restricted to organizations do- 
ing a domestic business.”4 The Federal Trade Commission’s “Silver Letter” of 
19245 strengthened this position by suggesting the legality of agreements be- 
tween Webb associations and foreign producers. 


* 40 Stat. 516 (1918), 15 U.S.C.A. §§ 61-65 (1941). 


* 40 Stat. 516 (1918), 15 U.S.C.A. § 62 (1941). Section 2, which may be said to represent 
the heart of the Act, reads as follows: “That nothing contained in the [Sherman] Act . . . shall 
be construed as declaring to be illegal an association entered into for the sole purpose of en- 
gaging in export trade and actually engaged solely in such export trade, or an agreement made 
or act done in the course of export trade by such association, provided such association, agree- 
ment, or act is not in restraint of trade within the United States, and is not in restraint of the 
export trade of any domestic competitor of such association: And provided further, That such 
association does not, either in the United States or elsewhere, enter into any agreement, 
understanding, or conspiracy, or do any act which artificially or intentionally enhances or de- 
presses prices within the United States of commodities of the class exported by such agsocia- 
tion, or which substantially lessens competition within the United States or otherwise re- 
strains trade therein.” 


31 Federal Trade Commission, Report on Cooperation in American Export Trade 372 
(1916). The bill passed both houses of Congress overwhelmingly. Nevertheless a few like 
Senator Borah of Idaho feared the Act would “lead to . . . the final repeal of the Sherman 
anti-trust law.” 56 Cong. Rec. 72 (1918). For a complete analysis of all the arguments, pro 
and con, presented at the time of the Webb Act’s passage, see Weaver, The Webb-Pomerene 
Act (1927). 


* Associations for Export Trade, 88 Cent. L. J. 205, 206 (1919). Montague, The Webb 
Bill and the Anti-Trust Laws, 3 A.B. a 145, 156 (1917) states: “The purposes of the Webb 
Bill... are to fix... geographical bounds to the anti-trust laws. ...” See also Kirsch, 
Foreign Trade Functions of Trade Associations: The Legal Aspects, 76 U. of Pa. L. Rev. 891, 
903 (1928). Nor was the bench free from such comment. Judge Manton of the second circuit 
noted in passing that “by the Webb Act the Sherman law has been repealed, in so far as it 
applies to foreign commerce.” Ex parte Lamar, 274 Fed. 160, 172 (C.C.N.Y., 1921). For a 
similar view today, see Oppenheim, Cases on Federal Anti-Trust Laws 66 (1948). 

5 The letter was written in response to an inquiry regarding certain hypothetical issues 
raised by the silver producers and was published in a news release of August 6, 1924. See 
— National Economic Committee, Monograph No. 6, 76th Cong. 3d Sess., at 125 

1940). 
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The first definitive judicial interpretation of the Webb-Pomerene Act, how- 
ever, did not occur until 1949 when a federal district court handed down its 
decision in United States 0. United States Alkali Export Ass’n.° This case may 
well set the direction for future Webb Act interpretations. More important still, 
it raises the basic question of the inherent workability of the Act itself. 

The United States Alkali Export Association (hereafter referred to as Al- 
kasso), one of forty-six associations organized under the Webb Act,’ executed 
a series of agreements with foreign alkali producers dividing among them most 
of the world’s markets. Certain areas were assigned as exclusive territories, 
others as joint territories, and quotas were established for each member.' 
Alkasso promised to observe the quotas and exclusive areas assigned. More- 
over, any shipments by other American exporters who were not members of 
Alkasso were to be subtracted from Alkasso’s quota in the joint territories.® 
The alkali association acknowledged these agreements at the trial and had in 
fact earlier communicated their broad outlines to the Federal Trade Commis- 
sion.” It denied, however, the government’s contention that the United States 
was a territory covered by the agreements, and it claimed legality for the ar- 
rangement under the Webb Act provision which exempts from the Sherman Act 
“an agreement made or act done in the course of export trade by such [Webb 
law] association.”’™ 

In addition, the complaint charged that Alkasso eliminated practically all 
domestic export competition by means of exclusive agency contracts,” an 
elaborate espionage system, blacklists of distributors who “bootlegged” the 


6 86 F. Supp. 59 (N.Y., 1949). This case is to be distinguished from United States Alkali 
Export Ass’n v. United States, 325 U.S. 196 (1945), affirming 58 F. Supp. 785 (N.Y., 1944), 
where the defendant’s motion to dismiss this complaint on the ground that under Sections 1, 
2, and 5 of the Webb Act the Attorney General was without authority to institute a suit until 
investigations and recommendations had first been made by the Federal Trade Commission, 
was rejected. Other cases involving the Webb Act have also been of relatively minor im- 
portance. Branch v. Federal Trade Commission, 141 F. 2d 31 (C.A. 7th, 1944), involved 
Section 4, which extended the scope of the unfair competition clause of the Federal Trade 
Commission Act, oe Stat. 719 Gn, ts U.S.C.A. § 45 (1941). United States v. Electrical 
Apparatus Export Association, C.C.H. Trade Reg. Serv. § 57,546 (D.C. N.Y., 10947), is 
merely a consent decree. In American Export Door Corp. v. John Gauger Co., 154 Wash. 
514, 524-28, 283 Pac. 462, 465-66 (1929), there is dictum. United States v. United — 
Steel Corp., 251 U.S. 417, 453 (1919), and Ex parte Lamar, 274 Fed. 160, 172 (1921), men 
tion the Webb Act in passing. 


1 These forty-six represent 492 member companies, mills, mines, factories, and export 
houses throughout the United States. C.C.H. Trade Reg. Serv. 10,243 (1945). 

* United States v. United States Alkali Export Ass’n, 86 F. Supp. 59, 65 (N.Y., 1949). 

* Complaint, exhibits A, B, C (paragraph 11), and D (paragraph 3). Ibid. 

%° Thid., at 65. 

™ 40 Stat. 516 (1918), 15 U.S.C.A. § 62 (1941). 


™ Such exclusive clauses were stricken from the membership agreements in 1940 after the 
Speen rote Comenlerien hae aeaeeen ee ny et emanee ees that “ase matter 
. members . + ee See nee, See Oe Sey 
Gldienae United States Alkali Export Ass’n, note 8 supra, at 75- 
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material into other channels going abroad, the insertion of “for-domestic-use- 
only” clauses in its sales contracts, and the purchase of all surplus alkali." 
Prior to 1940 Alkasso controlled over go per cent of all alkalis exported from 
this country. The association, representing practically all the leading Ameri- 
can alkali producers, was also charged with attempting to remove surplus 
caustic soda” from the domestic market for the purpose of stabilizing the do- 
mestic price of that product. 

The court first considered the question of whether the agreements, as they 
were acknowledged by Alkasso, came within the protection of the Webb Act. 
To decide this, Judge Kaufman went to the intent of Congress, which he found 
in the “entire emphasis” of the Federal Trade Commission’s Report of 1916 
recommending the bill’ and in certain statements of Representative Webb and 
Senator Pomerene." The “plain intent of the statute,” the court found, was to 
further competition, not to restrain it."* Referring also to the “contemporaneous 
interpretation of the anti-trust laws,” and arguing from Section 4 of the Webb 
Act which broadens the scope of the Federal Trade Commission Act,” the 
court held that “international agreements ... allocating exclusive markets, 
assigning quotas in sundry markets, fixing prices on an international scale, and 
selling through joint agents are not those ‘agreements in the course of export 
trade’ which the Webb Act places beyond the reach of the Sherman Law.” 
By thus holding that such international agreements by Webb associations are 

*3 The formation of the California Alkali Export Association, otherwise known as “Calkex,” 


was, according to the court, “an integral part of the plan to control the exports of domestic 
competitors. . . . [T]he primary purpose of its organization was to withdraw California ash 


from the already apportioned territory of Norway, New Zealand and Australia, and to market 
it in conjunction with and under the direction of Alkasso.” United States v. United States 
Alkali Export Ass’n, note 8 supra, at 76. 

4 Thid. 


8 Thid., at 62. The Solvay Process Company, however, withdrew from membership in 1941. 
Page 9 of the complaint. 


6 The term “alkalis” includes soda ash (sodium carbonate), caustic soda (sodium hydrox- 
ide), and bicarbonate of soda. 


1 United States v. United States Alkali Export Ass’n, note 8 supra, at 69. 


*8 Tbid., at 70 n. 18. See Diamond, The Webb-Pomerene Act and Export Trade Associa- 
tions, 44 Col. L. Rev. 805, 811 (1944). 


9 United States v. United States Alkali Export Ass’n, note 8 supra, at 67. 
* Thid., at 70. 


*t Tbid., at 67, 68. Section 4 of the Webb Act grants world-wide operation to the prohibition 
against unfair methods of competition contained in the Federal Trade Commission Act. In- 
asmuch as price maintenance, the establishment of quotas, and the supression of competition 
had already been held to be unfair methods of competition, the court argues that Section 2 
could not possibly mean that “the cartel agreements involved herein are sanctioned under the 
Act.” This argument, however, would invalidate all agreements by Webb associations to fix 
prices or establish quotas whether made with foreign producers or not. Such obviously was not 
the intent of Congress. 


™ Ibid., at 70. Italics added. 


- 
a= 
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per se beyond the scope of the Act’s protection, the court rejected the FTC’s 
“Silver Letter” which had suggested the legality of such agreements so long as 
they did not affect domestic conditions,** and the Commission’s later adherence 
to a test of reasonableness.*4 

Judge Kaufman then went on to dispose of the questions of fact presented at 
the trial. He first found that the United States was by tacit implication a terri- 
tory reserved to Alkasso, so that, quite apart from the above-mentioned inter- 
pretation of the Webb Act, the arrangement was illegal by virtue of the proviso 
of Section 2 which withdraws all immunity from any agreement, understanding, 
or conspiracy “which substantially lessens competition within the United States 
or otherwise restrains trade therein.”*s The court also found that Alkasso had 
engaged in practices designed to eliminate its export competitors in direct con- 
travention of the Webb proviso making the anti-trust exemption inapplicable to 
any agreement or act “in restraint of the export trade of any domestic com- 
petitor of such association.” And finally, Judge Kaufman found that Alkasso 
did use the association to remove from the market surplus caustic soda in order 
to stabilize the domestic price in direct violation of the Webb proviso against 
any agreement, understanding, or conspiracy “which artificially or intentionally 
enhances or depresses prices within the United States.”*’ In thus serving notice 
that the Webb Act gives no blanket exemption” from the anti-trust laws to ex- 
port associations, the Alkasso case falls into a general pattern of narrow judicial 
construction of Sherman Act amendments that give immunity to special 
groups.” 


*%s TNEC, op. cit. supra note 5. 


24 In the matter of Florida Hard Rock Phosphate Export Ass’n, 40 F.T.C. 843 (1945); In 
the matter of Phosphate Export Ass’n, 42 F.T.C. 555 (1946). With respect to these decisions 
and to the “Silver Letter,” the court said: “[TjJhe Commission is not entrusted with enforcing 
the Sherman Act....In any case, administrative interpretation must fall where clearly 


unsanctioned by law. . . .” United States v. United States Alkali Export Ass’n, note 8 supra, 
at 71. 


4% 40 Stat. 516 (1918), 15 U.S.C.A. § 62 (1941). See note 2 supra. 
* Thid. 37 Ibid. 
28 See note 4 supra. 


* United States v. Frankfurt Distilleries, Inc., 324 U.S. 293 (1945), and United States v. 
Bausch & Lomb Optical Co., 321 U.S. 707 (1944), construing the Miller-Tydings amendment, 
50 Stat. 693 (1937), 15 U.S.C.A. § 1 (1941). United States v. Borden, 308 U.S. 188 (1939), 
construing the Capper-Volstead Act, 42 Stat. 388 (1922), 7 U.S.C.A. §§ 291-92 (1939), and 
the Agricultural Marketing Agreement Act of 1937, 50 Stat. 248 (1937), 7 U.S.C.A. § 671 
(1939). American Cooperative Serum Ass’n v. Anchor Serum Co., 153 F. 2d 907, o12 (C.A. 
7th, 1946), cert. den. 329 U.S. 721 (1946), construing the Anti-Hog Cholera Serum and Virus 
Act, 49 Stat. 781 (1935), 7 U.S.C.A. 852 (1939). Contra: United States v. Hutcheson, 312 
U.S. 219 (1940), construing Section 6 of the Clayton Act, 38 Stat. 731 (1914), 15 U.S.C.A. § 17 
(1941); North Little Rock Transportation Co. v. Casualty Reciprocal Exchange, 85 F. Supp. 
961 (Ark., 1949), construing the Insurance Anti-Trust Moratorium Act, 59 Stat. 33 (1945), 
t5 U.S.C.A. §§ 1011-15 (1948). 

In addition, the courts have often relied on congressional intent to interpret narrowly 
such statutes. Duplex Printing Co. v. Deering, 254 U.S. 443 (1921); United States v. Borden, 
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While the Alkasso case could have been decided solely on the basis of the 
Webb Act provisos, it is clear that the court wished to take a broader stand by 
removing from the protection of the Act international cartel agreements made 
by Webb associations. Whether reliance on the purported congressional intent 
was the best method of achieving this result would appear to be somewhat ques- 
tionable, for there seems to be nothing in the language of the Act itself to sug- 
gest that the exempted “‘agreement(s] made . . . in the course of export trade” 
refer only to agreements made with domestic producers. Moreover, support for 
permitting some agreements with foreign producers can be found implicit in the 
proviso which excludes agreements made “either in the United States or else- 
where’’ which affect domestic prices.** 

Nevertheless, the conclusion that agreements with fervign producers are not 
within the protection of the Webb Act could have been reached by another 
route. The court might have pointed to the provisions of the cartel agreements 
which placed upon Alkasso the responsibility for controlling all American 
exports.* Such an arrangement made virtually inevitable Alkasso’s attempts to 
restrict other domestic exporters and might by itself be strong evidence of a 
conspiracy to restrain the trade of domestic competitors. The Federal Trade 
Commission has in fact prohibited similar agreements requiring deductions for 
shipments by other American exporters from the quotas of Webb associations.” 
The court might then have gone on to say that the only international cartel 
arrangement which makes sense to the participants is one which includes such 
a covenant.*? But to have made this argument would have been to question 


— 188 (1939). But cf. Pepsodent Co. v. Kraus Co., 56 F. Supp. (La., 1944), where the 
court used congressional] 


intent to broaden the immunity granted by the Miller-Tydings 
amendment. 

Other Sherman Act amendments providing exemptions for certain groups await construc- 
tion by the courts. They include: The Bulwinkle Act, amending the Interstate Commerce Act, 
62 Stat. 472 (1948), 49 U.S.C.A. § sb (Supp. 1949); the Anti-Inflation Act, 61 Stat. 945 
(1947), 50 U.S.C.A. §§ 1911-19 (Supp. 1950), as amended by Pub. L. No. 6, 81st Cong. 
2d Sess. (1949); the Civil Aeronautics Act of 1938, 52 Stat. 977 (1938), 49 U.S.C.A. § 401 
(Supp. 1948); the Fisheries Cooperative Marketing Act, 48 Stat. 1213 (1934), 15 U.S.C.A. 
§ 521 (1941); Section 29 of the Merchant Marine Act of 1920, 41 Stat. 1000 (1920), 46 U.S.C.A. 
§ 885(b) (1948). 


3 40 Stat. 516 (1918), 15 U.S.C.A. § 62 (1941). Italics added. See 63 Harv. L. Rev. 364, 
365 (1949), noting United States v. United States Alkali Export Ass’n, note 8 supra. 


3* Note 9 supra. In one of its early carte] agreements, Alkasso expressly obligated itself to 
“take the necessary steps to control Inyo and any other makers of alkali products in the 
U.S.A.” Exhibit B to the complaint, United States v. United States Alkali Export Ass’n, note 8 
supra. 


# Recommendations for the Sulphur Export Corp., 43 F.T.C. 820 (1947); Recommenda- 
tions for the Florida Hard Rock Phosphate Export Association, 40 F.T.C. 843 (1945). 


33 The court did give several hints in the direction of this argument. “The practices en- 
gaged in to this end were pursued as a direct consequence of the international cartels and force- 
fully indicate why such international restraints of trade are interdicted by the Sherman Act 
and in no way sanctioned by the Webb Act.” United States v. United States Alkali Export 
Ass’n, note 8 supra, at 74. “This strong solicitude for those in this country who would be 
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openly the workability of the Webb Act itself. 

It may well be that all Webb associations will inevitably conflict with some 
proviso of the Webb Act. First, there is the impetus to control supply inherent 
in the purposes of the Act. Webb associations were established to enable Ameri- 
can exporters to compete with foreign combinations on an equal plane by con- 
trolling the bulk of supply available for export.*4 For any export association to 
control supply, however, it obviously must find a way of eliminating or restrict- 
ing the exports of those who do not enter the association. Otherwise “‘out- 
siders’’ will enter the export field and take business away from the Webb associa- 
tion, thereby rendering it ineffective. Thus, any Webb association, quite apart 
from its international commitments, will from the force of economic necessity 
attempt in some way to restrain the trade of its domestic export competitors. 
This perhaps explains why Webb associations have operated most successfully 
in those industries where three or four companies account for a very large per- 
centage of the total production.*s That the impetus to control supply is inher- 
ent in the Act was brought out vividly by the dissenting opinion in American 
Export Door Corp. v. Gauger.** The FTC’s report in 1916 anticipated this dan- 
ger?’ and recommended that it be met by strictly limiting the right to combine 
to those engaged solely in the export trade (which was never done),** and by 
rigidly enforcing Section 4 of the Act extending the scope of the Federal Trade 
Commission Act (which has been done only recently). 


forced to compete with such associations abroad would be entirely frustrated if such cartel 
patterns as were established here were permitted under the Act. For as long as one rival 
of an export association sought to vend his wares in foreign territory, international agreements 
of the kind here involved could do naught but restrain his trade. . . . Nor can the stifling 
effect of such arrangements upon potential competition be overlooked.” Ibid., at 67. But cf. the 
steel cartel agreement after 1939. Diamond, The Webb-Pomerene Act and Export Trade 
Associations, 44 Col. L. Rev. 805, 823 (1944). 

44 Jones, Historical Development of the Law of Business Competition, 36 Yale L.J. 351, 
365 (1927). 

3s Diamond, The Webb-Pomerene Act and Export Trade Associations, 44 Col. L. Rev. 
805, 817 (1944). 

3154 Wash. 514, 528, 283 Pac. 462, 466 (1929). The defendant contended that “prices 
cannot be regulated abroad without a control of the source of supply,” to which the court 
answered that it was “not a question which should influence us, nor is it one which we should 
now decide.” Holcombe dissenting replied: “The construction by the majority of the proviso 
in section 2... implies that that section contains its own death clause. If that be true, the 
Webb-Pomerene Act is utterly inoperative.” Ibid., at 525 and 465. 

37 Federal Trade Commission, Report on Cooperation in American Export Trade 9 
(1916). 

38 The Federal Trade Commission itself opened a loophole with the “Silver Letter” of 
1924, TNEC, op. cit. supra note 5, at 127, by stating that a Webb association might properly 
limit its functions to price-fixing and the allocation of orders among its members, with the 
implication that price fixing alone might be lawful on the theory that it was an “act done in 
the course of export trade.” 

3° Recent FTC decisions have shown Webb associations less leniency by prohibiting ex- 
clusive agency contracts, Recommendations for the Pacific Forest Industries, TNEC, op. cit. 
supra note 5, at 130; by invalidating agreements with nonmembers which required them to 
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Secondly, whatever is done by an export association to fix prices on the world 
market or to control exports (assuming that the association represents a sizeable 
portion of American producers) will necessarily have some effect on domestic 
prices. Thus any decision to export an unusually high percentage will obviously 
reduce the domestic supply.** Representatives of the copper exporters frankly 
admitted this in hearings before the TNEC.“ A Webb proviso denies protection 
to any act which “artificially or intentionally” affects domestic price, and while 
the domestic effects of foreign price fixing may or may not be intentional, they 

In the third place, the Webb Act makes the highly unrealistic assumption 
that corporations will continue to compete on the domestic. market at the same 
time they are combining to fix prices on the foreign market. As one writer puts 
it, the Act “attempts to force the participants to play the same game with two 
sets of rules.”# The provisos of the Webb Act were inserted largely because 
Congress was aware of this pitfall. Yet the pitfall appears inescapable since 
knowledge on the part of exporters of a price agreement with respect to foreign 
markets is bound to have at least some effect on the amount of price competi- 
tion in the domestic market.“ 

And finally, it may well be that the primary reason why exporters want to 
use the Webb Act is to lessen competition within the United States. Webb 
associations are said to be advantageous to exporters because they offer a means 
of economy in sales cost, better freight rates through consolidated shipments, 
storage and warehouse cooperation, improved service to the buyer through 
standardization, the ability to bid on large orders, and bigger and better adver- 


follow the association’s export prices, In re Carbon Black Export, Inc., 18 U.S.L. Week 
2043 (1949); and by prohibiting any restriction on imports, In the matter of Export Screw 
Association, 43 F.T.C. 980 (1947). 


# Diamond, op. cit. supra note 35, at 827, puts the argument neatly: “(T]he domestic 
market can be affected very seriously by the decision of an export association . . . to channel 
into foreign commerce either an unusually large or an unusually small percentage of the total 
domestic production. To be sure, the workings of the principle of free competition tend 
to adjust the price changes resulting from such activity, by forcing some producers out of the 
market or inducing new ones to enter, as the case may be. But the necessary time lag and the 
inertia represented by capital requirements may afford the export association an opportunity 
to reverse the trend and hence maintain the grip of its members on the domestic situation.” 
See also Hoselitz, International Cartel Policy, 55 J. Pol. Econ. 1, 12 (1947). 


« Hearings before the Temporary National Economic Committee, 76th Cong. 3d Sess., 
Part 25, at 13131-32, 13158 (1940). 


# Diamond, op. cit. supra note 35, at 827. Compare Justice McKenna’s remarks in United 
States v. United States Steel Corp., 251 U.S. 417, 453 (1919). 

43 Jones, Historical Development of the Law of Business Competition, 36 Yale 351, 365 
(1927). 

“ Hearings before the TNEC, op. cit. supra note 41, at 13158. 


*’ Fournier, The Purposes and Results of the Webb-Pomerene Law, 22 Am. Econ. Rev. 18, 
20 (1932). 
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tising agencies to create demand.” The presence in Webb associations of such 
industrial giants as U.S. Steel, Bethlehem Steel and Anaconda Copper casts 
serious doubt on the proposition that the so-called economies of combination 
are the real force behind such associations.‘7 Moreover, the majority of Webb 
associations formed subsequent to the publication of the “Silver Letter’’** have 
left to their members the work of making sales, shipping goods, and collecting 
payments, while the associations themselves undertook only to fix prices, assign 
quotas, or both.” 

The Alkasso case provides an excellent illustration of the motivating force 
behind the continuance of Webb associations. Early in the life of Alkasso, the 
alkali producers were faced with the problem of an “excess supply” of caustic 
soda brought about by the increasing demand for chlorine which is made by an 
electrolytic process that produces caustic as a by-product. In an effort to main- 
tain domestic prices, the producers used Alkasso to export as much of the excess 
caustic as they could. Whenever necessary, Alkasso abandoned preassigned 
export quotas and granted preferences or “‘overages”’ to electrolytic producers. 
In negotiations with its foreign cartel partners, it frantically sought additional 
markets to dispose of the surplus.** In addition, Alkasso stored tons of excess 
caustic in its warehouses, and when this became too expensive it paid the mem- 
bers to keep that material at their plants. In all this, the association was the 
chief mechanism by which the alkali producers lessened competition on the 
domestic market.* 

Judge Kaufman’s reluctance to question openly the presumptive workability 
of a congressional act, however, led him to make several confusing statements 

“ Federal Trade Commission, Annual Report for year ending June 30, 1927, at 23. If these 
advantages are real, however, we might ask why Webb associations have accounted for an 


average of only seven per cent of total United States exports. Diamond, op. cit. supra note 
35, at 817. 


47 Hoselitz argues, in addition, that the Webb-Pomerene Act is now used only by large 
firms who do not really need it. Hoselitz, International Cartel Policy, 55 J. Pol. Econ. 1, 24 
(1947). 

4* The Commission stated that an association might properly limit its functions to price 
fixing and the assignment of quotas, and implied that price-fixing alone would be lawful. 
TNEC, op. cit. supra note 5, at 127. 

« TNEC, Monograph No. 21, 76th Cong. 3d Sess., at 218 (1940). 


5° United States v. United States Alkali Export Ass’n, note 8 supra, at 78. See also page 
28 of the complaint. The fact that Alkasso was operating on an export margin ranging only 
from 4 to 12 per cent of the total production was probably responsible, as much as the dis- 
trict court’s decision, for Alkasso’s ultimate failure. 


5! The inherent unworkability of the Webb-Pomerene Act in this respect may be analogized 
to the Miller-Tydings amendment, 50 Stat. 693 (1937), 15 U.S.C.A. § 1 (1941). Thus, pressure 
for the writing of resale price maintenance contracts has come primarily from retailers. Ed- 
wards, Ground for Repeal of Miller-Tydings Amendment, reprinted TNEC Final Report 
232-38 (1941). If the proviso against horizontal price-fixing in the Miller-Tydings amendment 
is properly enforced, most, if not all, resale price maintenance contracts may be illegal under 
the concert-of-action doctrine of the Interstate Circuit case, 306 U.S. 208 (1939). See also 
the basing-points bill, note 56 infra. 
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about the intent of Congress. Chief among these is the declaration that “it was 
the evil of restraint on commerce which Congress sought to extirpate, and not 
the creation of a preferred class which was to be free to continue the evil.”’* 
This rhetoric blurs the attempted legislative separation of the foreign and 
domestic market ; for it was the evil of foreign monopoly which Congress sought 
to extirpate by creating a preferred class of export associations immune from 
the normal anti-trust law on foreign commerce—or at least immune to the 
extent that American exporters are allowed to combine to have joint selling 
agencies and to fix prices on the foreign market. The court also says that “Con- 
gress did not intend . . . to abandon the rule of competition as applied to our 
export trade.”’5* While strictly speaking the rule of competition was not aban- 
doned, the Act on its face drastically restricts it to the situations outlined in 
the provisos. 

Perhaps Judge Kaufman recognized the futility of the legislative attempt to 
separate the two markets*4 even though he did not wish to question openly the 
workability of the Act. Since he preferred the basic Sherman Act approach, he 
therefore sought out the avenue of judicial interpretation which would give 
the greatest strength to that Act. It may also be that his broad and ambiguous 
statements on congressional intent will serve as dicta for further judicial 
limitations on the exemption given to Webb associations. 

The real root of the difficulty lies in the conflicting desires within our anti- 
monopoly tradition. We were so opposed to monopoly that we were willing to 
sanction American monopolies that could better compete with foreign monopo- 
lies.55 Yet, somehow we also wanted these new monsters of our legislative whim 
to continue to obey the do’s and don’t’s of our competitive framework.* We 
resolved this dilemma by attempting a rather neat separation of the foreign 
and domestic markets—a separation, however, which had little connection 
with reality.5’ This basic inconsistency in our anti-trust laws was recognized 
by the Supreme Court as far back as 1920 when it said it could not see how one 
combination of producers could at the same time be both “a beneficial instru- 
mentality in the trade of the world” and “such an evil instrumentality in the 
trade of the United States that it must be destroyed.” 


5? United States v. United States Alkali Export Ass’n, note 8 supra, at 67. 

53 Thid. 54 See note 40 supra. 

*§ Levi, The Anti-Trust Laws and Monopoly, 14 Univ. Chi. L. Rev. 153, 155 (1947). 

* The recent basing-points bill is analogous. After stating that it is the traditional policy of 
the United States to condemn “contracts, combinations, conspiracies, or monopolistic practices 
in restraint of trade,” the bill goes on to say that “it has not been the intent of Congress to 
deprive individual companies of the right to use delivered price systems . . . provided such 
activities are carried on independently and in good faith, and not through any combination or 
conspiracy in violation of the Sherman Act. . . .” S. 1008, 81st Cong. rst Sess. (1949). 

57 See note 40 supra. 

8 United States v. United States Steel Corp., 251 U.S. 417, 453 (3g (1920). Strong theoretical 


objections to the Webb Act are given in Fournier, The Purposes and Results of the Webb- 
Pomerene Law, 22 Am. Econ. Rev. 18, 19 (1932). 
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Moreover, there is a possibility that the whole Webb Act may be contrary to 
the as yet unadopted International Trade Organization Charter.’ Under Chap- 
ter V of the Charter, each member of the ITO will agree to “take appropriate 
measures ...to prevent... business practices affecting international trade 
which restrain competition, limit access to markets, or foster monopolistic con- 
trol. . . .”* Such business practices are further defined to include price fixing 
and territorial division of markets.* Whether or not Webb associations that 
confine their activities to domestic export curtailments will ever be subject to 
complaint is open to conjecture. It seems likely, though, that international 
agreements of the kind existing in the Alkasso case will be condemned. 

How much of an effect the decision will ultimately have on the current prac- 
tices of other American exporters is not altogether certain.*‘ The fact that 
American goods are now enjoying a dominant position in the world markets 
may, for the time being, offset the desire for combination. Nevertheless, the 
Alkasso case does warn Webb associations that the provisos of the Act will be 
strictly enforced by the courts, and that our regular anti-trust law on foreign 
commerce will be applied to restrictive agreements made with foreign corpora- 
tions. Thus the district court has rejected the FTC’s “Silver Letter” of 1924 

59 For a good summary of the Charter, see Bronz, The International Trade Organization 
Charter, 62 Harv. L. Rev. 1089 (1949). 

6 Havana Charter for an International Trade Organization, Art. 46, (1. 

& Tbid., at Art. 46, 13. 

© Wilcox, A Charter for World Trade 112 (1949), expresses doubt. Nevertheless “[i]t is 


true that Webb-Pomerene associations are permitted to limit competition among their mem- 
bers. . . .” Ibid. 


*3 Thid. 


“ The suit was supposed to have been “watched closely by U.S. exporters . . . because it 
is considered a test of the 1918 statute.” New York Times, May 5, 1949, p. 230. Industry 
spokesmen, however, have stated in private interviews that the case will have no effect. As far 
as the price stabilization charge is concerned, this is somewhat academic since two of the 
largest caustic producers, Allied Chemicals and Wyandotte, withdrew from the association 
before the decision was handed down. 

But .a new flurry of congressional activity has occurred. A hearing on proposed major 
amendments to the Webb Act was held on Feb. 23, 1950 by the House Subcommittee on the 
Study of Monopoly Power. One amendment would add a proviso against activities which 
restrict “any foreign buyer from purchasing, negotiating purchases, or otherwise dealing 
directly . . . with any person, firm, or corporation. . . .” H.R. 5041, 81st Cong. rst Sess. (1949). 
Another would prohibit from membership in a Webb association any manufacturer producing 
30% or more of the total domestic output of a particular commodity. New York Times, Feb. 
19, 1950, Sec. 3, p. 1F. 


63 Harv. L. Rev. 364, 365 (1949), noting United States v. United States Alkali Export 
Ass’n, note 8 supra. 


© United States v. Timken Roller Bearing Co., 83 F. Supp. 284 (Ohio, 1949); United States 
v. General Electric Co., 82 F. Supp. 753 (N-J., 1949); United States v. General Electric, 
Carboloy, Krupp, et al., 80 F. Supp. 989 (N.Y., 1948); United States v. National Lead Co., 
332 U.S. 319 (1947); United States v. General Dyestuff Corp., 57 F. Supp. 642 (N.Y., 1944); 
United States v. Sisal Corp., 274 U.S. 268 (1927); United States v. American Tobacco Co., 
221 U.S. 106 (1911). 
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and has punctured the illusions held by some” that the Webb law gave export 
associations a blanket exemption from the Sherman Act. Above all, however, 
the Alkasso case suggests the possibility that the exemption granted by the 
Webb Act may prove to be meaningless if the Act’s provisos are properly 
enforced. 


TEMPORAL ASPECTS OF THE FINALITY OF JUDGMENTS 
THE SIGNIFICANCE OF FEDERAL RULE 60(b) 


A prime function of legal systems is the settling of controversies. Settling 
implies ending, and ending implies finality. Ordinarily, then, when final judg- 
ment is entered in a cause, all that remains is execution, the transmuting of law 
into force. 

But there is yet another prime function of law, and that is to do justice be- 
tween parties. Judgment settles controversies; but the settlement may not 
necessarily be the most just. Common-sense notions of justice would seem to 
require that decisions be changed when they do not correspond with prevalent 
notions of right. 

The law has gradually been evolving techniques to allow the victims of in- 
correct “final’’ judgments to secure relief in court. The process has been long 
and slow. The desire for absolute finality is strong, and satisfies both aesthetic 
and administrative needs. Techniques of appeal and rehearing allow correction 
of lower court misapplication of law. The development of techniques for work- 
ing substantial justice has been more difficult in cases where defects of fact 
rather than of law exist in the judgment, and the time for appeal or rehearing 
has passed. 

At common law a judgment could be set aside during the same term of 
court at which it was entered." Ordinarily, a judgment could not subsequently 
be set aside. Certain types of writs were available to set aside judgments after 
term, but these were not clearly defined, were cumbersome, and made no pre- 
tense of covering all the deserving cases. The two chief writs of this type were 
the writs of audita querela and coram nobis. Audita querela* lay chiefly for 


% See note 4 supra. Fortune Magazine also referred to Judge Kaufman’s decision as intro- 
ducing a “ ‘new’ Webb Act.” Fortune, Dec. 1949, p. 186. 


* rz Hen. IV, c. 3 (1409): “The records and process of pleas real and personal . . . on which 
judgment was entered and enrolled . . . shall not be in any manner amended or impaired . . . 
in any term after such judgment . . . was entered and enrolled.” Co. Litt. *260(a) : “Yet during 
the term wherein any judicial act is done, the record remaineth in the breast of the judges of 
the court, and in their remembrance, and, therefore, the roll is alterable during that term, as 
the judges shall direct; but when the term is past, then the record isin the roll, and admitteth 
of no alteration, averment, or proof to the contrary.” See also Wooden & Elizabeth’s case, 1 
Leon. 132 (1588); Blackamore’s case, 8 Co. 156(a) (1611); 3 Bl. Comm. *407; Hardy v. Cath- 
cart, 1 Marsh C. P. 180, 183 (1814); Waldo v. Spencer, 4 Conn. 71 (1821); Richardson v. 
Hunt, 7 R.I. 543 (1863). 

2 The writ is of considerable antiquity. “Briefs de audita querela” are spoken of in the 
Mirror of Justices (Bk. 5, c. 1, § 140) which was written in the late thirteenth century. On 
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fraud on the part of the movent’s adversary, or where “matter in discharge” 
had arisen since the time of judgment. Coram nobis’ (or coram vobis)* was 
used to obtain relief in cases of error of fact material to the validity of the 
judgment, and which had not been put into issue—the infancy or coverture of 
the defendant, for example. Audita querela was obsolete by Blackstone’s time, 
having been driven out of use by the “indulgence of the courts in granting sum- 
mary relief on motion.”s The writ is available, at least theoretically, in a few 
American jurisdictions,’ but is almost as rare as trial by ordeal. Coram nobis 
is extensively used in a few states,’ but in the rest it is only a memory. 


the function of the writ, see in general Fitz-Herbert Nat. Brev. *104; Rastell’s Termes de la 
Ley 63 (1708); 3 Bl. Comm. *405~-6; Bac. Abr. Tit. Audita Querela; Stone v. Seaver, 5 Vt. 549 
(1833). 


3 This writ apparently branched off from the ordinary writ of error and became distinct. 
See Fitz-Herbert Nat. Brev. *20; Dyer 195 (1561); Co. Litt. *259(b); Odell v. Moreton, Cro. 
Jac. 254 (1610) ; Strode v. The Staffordshire Justices, 1 Brock. 162, Fed. Cas. No. 13,537 (1810). 
For the modern usage of coram nobis see Orfield, The Writ of Error Coram Nobis in Civil 
Cases, 20 Va. L. Rev. 423 (1934); 1 Freeman on Judgments § 257 (sth ed. 1925); 1 Black on 
Judgments § 299 (1891). 

* The distinction between coram nobis and coram vobis is purely historical. It is based on 
whether the writ is directed to the court of King’s Bench or Common Pleas. Tidd’s Practice 
1136; Devereux v. Roper, 1 Phila. Rep. 64 (Pa., 1851). 

Another ancient writ the effect of which was to upset a prior judgment was the writ of 
attaint. In Blackstone’s description, this lay “to inquire whether a jury of twelve men gave 
a false verdict; that so the judgment following thereupon may be reversed; and this must be 
brought in the lifetime of him for whom the verdict was given; and of two at least of the jurors 
who gave it.” 3 Bl. Comm. *402-403; see also Fitz-Herbert Nat. Brev. *ros. 

The writ is of great antiquity. It was first used in the thirteenth century. 1 Holdsworth 
History of English Law 162; Bracton *292 ff.; Britton *237-246; Mirror of Justices, Bk. 3, 
c. 33-34. For an even older method of upsetting judgments, cf. Glanville, Bk. 8, c. 9. The use 
of the writ of attaint was at first very narrow, but it was extended by statute to cover a 
wider variety of cases than fell within the compass of the original writ. 3 Edw. I, c. 38 (1275); 
t Edw. III, c. 6 (1327); 5 Edw. IIl, c. 7 (1331); 28 Edw. III, c. 8 (1354); 34 Edw. Ill, c. 7 
(1360). The writ fell into disrepute and became obsolete long before the time of Blackstone. 
Hyde, C.J., at 1 Keble 864 (1664); Jacobs Law Dictionary, art. “Attaint” (7th ed., 1756); 3 
Bl. Comm. *404 (“I have observed few instances of an attaint in our books, later than the 
sixteenth century”). 

Blackstone also speaks of “the writ of deceit, or action on the case in the nature of it,” 
which could be brought “in the court of common pleas, to reverse a judgment there had by 
fraud or collusion in a réal action, whereby lands and tenements have been recovered to the 
prejudice of him that hath right.” 3 Bl. Comm. *4os; see also Fitz-Herbert Nat. Brev. *o5 
(“writ of disceit’’). 


53 Bl. Comm. *406; Bingham Law and Practice of Judgments and Executions 264 n. (e) 
(1815). 


6 Fla. Comp. Gen. Laws Ann. (Skillman, 1941) c. 52, § 20; Me. Rev. Stat. (1944) c. 114, 


§§ 1-7; Mass. Ann. Laws (1944) c. 249, § 1; Vt. Pub. Laws (1947), §§ 2148, 2154; Di Paola 


v. Seppala, 336 Ill. App. 344, 83 N.E. 2d 889 (1949); Robertson v. Commonwealth, 279 Ky. 
762, 132 S.W. ad 69 (1939). 


7 See Orfield, The Writ of Error Coram Nobis in Civil Cases, 20 Va. L. Rev. 423 (1934). In 
some jurisdictions the writ was abolished but the substance was retained. Ill. Ann. Stat. 
(Smith-Hurd, 1948) c. 110, § 196: “The writ of error coram nobis is hereby abolished, and all 
errors in fact . . . which by the common law could have been corrected by said writ may be 





666 THE UNIVERSITY OF CHICAGO LAW REVIEW 


Despite these quaint exceptions, and even assuming that some sort of time 
limit is necessary, the term rule is clearly inequitable. Judgments taken toward 
the end of the term are more “stable” than judgments taken at the beginning 
of the term. This inequity is most evident in cases where the judgment has 
been entered on the last day of the term and the motion to vacate filed on the 
first day of the next term. The common reaction of a court to such a situation 
is to grant the motion by any readily available means.* 

Thus it does not surprise us that in most American jurisdictions the term 
rule has been tampered with, either by judicial evolution,’ or by statute. The 
result of these statutes is to impose a uniform time period, measured from the 
date the judgment was obtained, during which judgments may be upset 
irrespective of the expiration of the judicial term. In Illinois and several other 
States a thirty-day limit has been set up in place of the term.’* In Kentucky 
there is a sixty-day limit." In other states limits of six months,” one year," 


corrected by the court in which the error was committed upon motion in writing, made at any 
time within 5 years after the rendition of final judgment in the case. . . .” 

In the federal courts coram nobis and coram vobis became obsolete procedurally very early, 
and were supplanted by motion, which would be granted only if the case fell under the old 
common-law categories. Pickett v. Legerwood, 7 Pet. (U.S.) 144, 147 (1833). 

* See Salus v. Fogel, 302 Pa. 268, 153 Atl. 547 (1931); Kantor v. Herd, 276 Pa. sro, 120 
Atl. 450 (1923). 

* “A trial court has control over its judgments during the term at which they are rendered 
and afterwards, and possesses inherent power, for sufficient reasons, to order a final judgment 
vacated .. . but whether this power shall be exercised in any given instance rests solely in 
the sound discretion of the court.” Horicon v. Langlois’ Estate, 115 Vt. 81, 52 A. 2d 888 (1947). 
See St. Pierre v. Beauregard, 103 Vt. 258, 152 Atl. 914 (1931); Mutual Life Ins. Co. v. Foster, 
88 Vt. 503, 93 Atl. 258 (1915); Farmer’s Mutual Fire Ins. Co. v. Reynolds, 52 Vt. 405 (1880); 
Mosseaux v. Brigham, 19 Vt. 457 (1847); Adams v. Howard, 14 Vt. 158 (1842); Scott v. 
Stewart 5 Vt. 57 (1833). Needless to say, the vast majority of the courts of the country are 
unaware of this “inherent” power which the Vermont court has discovered in itself. 


* Ala. Code (1940) §§ 13-114, 13-119; Pate v. State, 244 Ala. 396, 14 So. 2d 251 (1943); 
Til. Ann. Stat. (Smith-Hurd, 1948) c. 110, § 174; Barnard v. Michael, 392 Ill. 130, 63 N.E. ad 
858 (1945); Illinois Nat. Bank of Springfield v. Gwinn, 390 Ill. 345, 61 N.E. 2d 249 (1943); 
Broadway Motor Co. v. Public Fire Ins. Co., 12 Tenn. App. 278 (1930); Durham Coal Co. v. 
Bischel, 4 Tenn. App. 233 (1927); Gammel’s Ann. Rules of Civ. Proc. in Texas, Rule 330 
(1948); Joy v. Young, 194 S.W. 2d 159 (Tex. Civ. App., 1946). 

In Maryland “the period of thirty days has been substituted in the law courts of Baltimore 
city,” though elsewhere in the jurisdiction the term rule is in force. North v. Town Real Estate 
Corp., 60 A. 2d 665 (Md., 1948); Armour Fertilizer Works v. Brown, 185 Md. 273, 44 A. 2d 
753 (1945); Harvey v. Slacum, 181 Md. 206, 29 A. 2d 276 (1942). 

™ Ky. Rev. Stat. (1943) § 451.130. This applies only to courts of “continuous session,” 
that is, courts with no fixed term. See Hutchinson v. Hutchinson, 293 Ky. 270, 168 S.W. ad 
738 (1943); Stratton & Terstegge Co. v. Begley, 249 Ky. 632, 61 S.W. ad 287 (1933). 

™ Ariz. Code Ann. (1939) § 21-1502; Cal. Civ. Code (Deering, 1949) § 473; Colo. Code of 
Civ. Proc. (1941) Rule 60(b); Idaho Code Ann. (1947) § 5-905; Mont. Rev. Code Ann. (1949) 
§ 93-3905; Nev. Comp. Laws (1929) § 8640; R.I. Gen. Laws (1938) c. 535, § 2; Utah Rev. 
Stat. (1933) § 104-14-4. 

3 Ark. Civ. Code Ann. (Crawford, 1947) § 29-506; Iowa Code (1946) §§ 683, 683.1; Mich. 
Stat. Ann. (Henderson, 1938) § 27.1433; Minn. Stat. (Mason, 1945)-§ 544.32; N.C. Gen. 
Stat. (Michie, 1943) § 1-220; N.D. Rev. Code (1944) § 28-2901; Ohio Code Ann. (Throck- 
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two years," and even three years" have been established. Typically, ground for 
relief is ‘mistake, inadvertence, or surprise’; some statutes include fraud as a 
ground.” In Louisiana a more stringent rule than the term rule is in force, since 
judgments are ordinarily unimpeachable after the passage of three judicial 
days."’ Of course, when the time limit set up by statute is shorter than the dura- 
tion of the term, uniformity has been achieved at the expense of litigants who 
obtain their judgments in the early part of the term. In the remaining states 
the term rule is the law. Few states, however, proclaim the rule in its pure 
form; most jurisdictions which still retain it have riddled it with exceptions.” 


morton, 1948) §§ 11631, 11640; Ore. Comp. Laws Ann. (1940) § 1-1007; S.C. Code of Laws 
(1942) § 495; Wash. Rev. Stat. Ann. (Remington, 1932 )§§ 464, 466; Wisc. Stat. (Brossard, 
1935) § 269.46. The amended Federal Rule of Civil Procedure 60(b) has been adopted in New 
Mexico. N. Mex. Stat. Ann. (Supp. 1949) § 19-101. 


14 Ind. Stat. Ann. (Burns, 1933) § 2-2603; Kan. Gen. Stat. (Corrick, 1936) §§ 60-3007, 
60-3008; Neb. Rev. Stat. (1948) §§ 25-2001, 25-2008; N.Y. Civ. Prac. Ann. (Cahill, 1937) 
§$§ 522, 523, 528; Okla. Stat. Ann. (1942) §§ 12-1031, 1038; Wyo. Rev. Stat. Ann. (Courtright, 
1946) §§ 3-3801, 3-3810. 


15 Minn. Stat. (Mason, 1946) § 548.14 (fraud only). By statute in Georgia, Ga. Code (1933) 
§s058, “(T]he motion in arrest of judgment must be made during the term at which 
such judgment was obtained, while a motion to set it aside may be made at any time within the 
- statute of limitations.” However, the grounds for such a motion are very limited. See Miraglia 
v. Bryson, 182 Ga. 828, 111 S.E. 655 (1922), and Frazier v. Beasley, 59 Ga. App. 500, 1 S.E. 
ad 458 (1939). 

Connecticut the term rule is officially in force, Clover Farms v. Kielwasser, 134 Conn. 
622, 59 A. 2d 550 (1948); Clark v. The Connecticut Co., 132 Conn. 400, 402, 44 A. 2d 706 
(1945), but the “new trial” statute of Connecticut accomplishes the same purpose as the 
vacation statutes of other states. A new trial may be granted for “mispleading, the discovery 
of new evidence, or want of actual notice of the suit to any defendant . . . or for other reason- 
able cause according to the usual rules in such cases... ,” and the petition for new trial 
shall be brought “within three years next after the rendition of the judgment or decree com- 
plained of. . . .” Conn. Rev. Stat. (1949) §§ 8013, 8322. 


6 The statutes of Arkansas, Iowa, Kansas, Minnesota, Ohio, Washington, and Wyoming, 
for example. 


1 La. Civ. Code Ann. (Dart., 1945) arts. 558, 560, 563.3; Albritton v. Nauls, 15 So. 2d 
126 (La. App., 1943); Jefferson v. Lauri N. Truck Line, 181 So. 821 (La. App., 1938), aff’d 
187 So. 44, 192 La. 29 (1939); see Flory & McMahon, The New Federal Rules and Louisiana 
Practice, 1 La. L. Rev. 45, 75 (1938). 

In Massachusetts, according to recent authority, judgments are “ordinarily unimpeach- 
able” as soon as rendered. Amory v. Kelley, 309 Mass. 162, 34 N.E. 2d 507 (1941); Barnes v. 
Smith, 104 Mass. 363 (1780). But there are all sorts of exceptions, including writ of error, on 
which there is a six-year time limit. Mass. Ann. Laws (Michie, 1933) c. 250, §§ 1-15; 16 Mass. 
L. Q. 227 (1931). 


8 In Delaware, the term rule is in force, Szymanski v. Buchanan, 58 A. 2d 428, 430 (Del., 
1947), Tweed v. Lockton, 5 W. W. Harr. (Del.) 474, 167 Atl. 703 (1932), but “where it 
has appeared from the record . . . that the defendants have been deprived of rights given them 
by law, judgments have been vacated” after the term. Webb Packing Co. v. Harmon, 8 
W. W. Harr. (Del.) 476, 193 Atl. 596 (1937). For a less vague enumeration of the exceptions 
to the term rule in Delaware, see Smulski v. H. Feinberg Furniture Co., 8 W. W. Harr. (Del.) 
451, 193 Atl. 585 (1937). 

In a motion to vacate after term may be considered “if there was fraud, collusion, 
deceit, or mistake in the procuring of the judgment.” Zemurray v. Kilgore, 130 Fla. 317, 177 
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The most radical and carefully planned development in this field has taken 
place in the federal courts. The evolution since 1938 under the Federal Rules 
of Civil Procedure is indicative of the changing trends in this field. 

Prior to the adoption, in 1938, of the Federal Rules of Civil Procedure, the 
term rule held sway in the federal courts.’® By the adoption of Rule 60(b), a 
“reasonable time” criterion was adopted in place of the term rule, but this 


So. 714, 718 (1937); State v. Wright, 107 Fla. 178, 145 So. 598 (1932); Alabama Hotel Co- 
v. Mott Iron Works, 86 Fla. 608, 98 So. 825 (1923); but see State v. Williams, 147 Fla. 514, 
3 So. ad 152 (1941). 

In Mississippi, “where the court has jurisdiction of the subject matter and the parties 
and renders judgment, it is without power to set aside such judgment after the term of court 
has elapsed.” Strain v. Gayden, 197 Miss. 353, 20 So. 2d 697 (1945); Ex parte Stanfield, 8 
Miss. 214, 53 So. 538 (1910). 

In Missouri the term rule is in force, except that a motion in the nature of a writ of error 
coram nobis may be brought after the term has ended. City of St. Louis v. Franklin Bank, 
351 Mo. 688, 173 S.W. 2d 837 (1943); Smith v. Smith, 350 Mo. 104, 164 S.W. 2d 921 (1942); 
Aetna Ins. Co. v. O’Malley, 342 Mo. 800, 118 S.W. ad 3 (1938). 

Officially, the term rule is in force in Pennsylvania, but the cases present all sorts of “ex- 
ceptions” —default judgments, judgments by confession, judgments obtained through fraud 
or misrepresentation. See Clendenning v. Pearson, 62 D. & C. 142 (Pa., 1947); Dellacasse v. 
Floyd, 332 Pa. 218, 2 A. 2d 860 (1938); Dormont Motors, Inc. v. Hoerr, 132 Pa. Super. 567, 
1 A. 2d 493 (1938) (“circumstances that presented a strong reason for equitable relief”); 
Cesare v. Caputo, roo Pa. Super. 188 (1930); Hambleton v. Yocum, 108 Pa. 304 (1885); 
O’Donnell v. Flanigan, 9 Pa. Super. 136, 139 (18098) (“extraordinary cause”); Mather’s Execu- 
tor v. Patterson, 33 Pa. 485, 487 (1859); Stephens v. Cowan, 6 Watts (Pa.) 511, 513 (1837). A 
Pennsylvania jurist of a century ago said: “I cannot help thinking that the assertion, so often 
made, that no Court can reverse or amend its own final judgments for errors of fact or law, 
after the term at which they were entered is, so far as our practice is concerned, little else 
than a humbug, useful only to frighten ignorance and rashness from meddling with matters 
too great for their comprehension. . . . It was applied in England to prevent alteration of the 
records after enrollment. But here they are never enrolled. . . . The fact is, we amend, open, 
and set aside judgments not only after a term, but after years, governed only by the facts and 
equity of the case.” Lowrie, J., in Stephens v. Stephens, 1 Phila. Rep. (Pa.) 108, 109 (1850). 

In West Virginia, the term rule is applied rather strictly, although there are admittedly 
“exceptions.” Baker v. Gaskins, 128 W.Va. 427, 36 S.E. 2d 893 (1946); see State v. De Berry, 
130 W.Va. 418, 43 S.E. 2d 408 (1947); Chaney v. State Compensation Comm’r, 127 W.Va. 
521, 33 S.E. 2d 284 (1945); Helms v. Greenbriar Valley Cold Storage Co., 65 W.Va. 203, 63 
S.E. 1089 (1909); Barbour County Court v. O’Neal, 42 W.Va. 295, 26 S.E. 182 (1896). 


*9 New Engiand Furniture & Carpet Co. v. Willcuts, 55 F. 2d 983 (Minn., 1931); United 
States v. Mayer, 235 U.S. 55 (1914); Ex parte Sibbald v. United States, 12 Pet. (U.S.) 488 
(1838); Cameron v. McRoberts, 3 Wheat. (U.S.) 591 (1818); Hudson & Smith v. Guestier, 
7 Cranch (U.S.) 1 (1812); Moore & Rogers, Federal Relief from Civil Judgments, 55 Yale L. J. 
623, 627 (1946). Only the old writs of coram nobis, coram vobis and audita querela at law, and 
bill of review and bill in the nature of a bill of review at equity, might be brought to upset a 
judgment even after the expiration of the term. New England Furniture & Carpet Co. v. 
Willcuts, supra; United States v. Mayer, supra; Ex parte Sibbald v. United States, supra; 
Moore & Rogers, op. cit. supra. Audita querela: Humphreys v. Leggett, 9 How. (U.S.) 296, 
312 (1850); 3 Moore, Federal Practice § 60.03 (1938). Judgments which a court considered 
void could be set aside at any time. United States v. Sotis, 131 F. 2d 783 (C.A. 7th, 1942); see 
Phelan v. Bradbury Bldg. Corp. 7 F.R.D. 429 (N.Y., 1947); Simonds v. Norwich Union In- 
demnity Co., 73 F. 2d 412, 415 (C.A. 8th, 1934). This last was hardly an exception, since such @ 
judgment was considered a nullity; it “never had existed.” 
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period was never to exceed six months.” Experience demonstrated however 
that the rule suffered in some respects from poor draftsmanship. These defects 
were cured by judicial implementation.” Substantial changes were made in 


* Young v. Garrett, 159 F. ad 634 (C.A. 8th, 1947); Wallace v. United States, 142 F. 2d 
ago (C.A. 2d, 1944); Cassell v. Barnes, 1 F.R.D. 15 (D.C., 1939). 

The ancestor of the present rule in federal courts covering the subject of relief from judg- 
ments, contained in the first draft of the Advisory Committee on the Rules of Civil Procedure, 
was timid and nonrevolutionary. Preliminary Draft of Rules of Civil Procedure for the Dis- 
trict Courts of the United States, May, 1936, Rule 66(b), at 115; see Report of the Advisory 
Committee on Rules for Civil Procedure containing Proposed Rules of Civil Procedure for the 
District Courts of the United States, pina patsy 1937, Rule 57(b), at 143. It provided for relief 
from judgments on the grounds of “accident, mistake, surprise or inadvertence; fraud, mis- 
representation, or other misconduct of an adverse party; material evidence newly discovered. ¥ 
The grounds for relief provided were far more liberal than most state statutes. When it came 
to imposing a time limit however, this early provision was amazingly niggardly. Relief was to 
be granted “{o}n motion duly made . . . before the time for appeal has expired.” The rule 
ended with a clause saving to the court its power to “entertain an independent action to 
relieve a party or his legal representative from a judgment. . . .” This clause was felt by the 
Committee to retain “what was formerly known as a bill of review.” This clause was retained 
in the rule as adopted, and was later interpreted by the courts to preserve the whole battery 
of ancient remedies. Coram nobis: McGinn v. United States, 2 F.R.D. 562 (Mass., 1942); 
Preveden v. Hahn, 36 F. Supp. 952 (N.Y., 1941). Coram vobis: McGinn v. United States, 
supra; Cavallo v. Agwilines, 2 F.R.D. 526 (N.Y., 1942); Preveden v. Hahn, supra. Audita 
querela: Oliver v. City of Shattuck, 157 F. 2d 150 (C.A. roth, 1946); see Assmann v. Fleming, 
159 F. ad 332, 335 (C.A. 8th, 1947). Bill of review: United States v. Certain Lands in Town of 

82 F. Supp. 432 (N.Y., 1946); Norris v. Camp, 144 F. 2d 1, 4 (C.A. roth, 1944); 
Safeway Stores v. Coe, 136 F. 2d 771 (App. D.C., 1943); Fraser v. Doing, 130 F. ad 617 (App. 
D.C., 1942); Preveden v. Hahn, 36 F. Supp. 952 (N.Y., 1941); Central Hanover Bank & 
Trust Co. v. Wardman Real Estate Properties, Inc., 31 F. Supp. 685 (D.C., 1940); see Inter- 
national Ry. Co. v. Davidson, 65 F. Supp. 58, 60 (N.Y., 1945); I. & I. Holding Corp. v. 
Greenberg, 151 F. 2d 570, 572 (C.A. 2d, 1945). 
By Federal Rule of Civil Procedure 6(c), the term rule was specifically abolished. 


** Rule 60(b) spoke, for example, of “judgments, orders, and proceedings.” Clearly final 
judgments, orders, and proceedings were meant, but the rule did not say so expressly. The 
word “final” was promptly inserted by the courts. See Bailey v. Proctor, 166 F. ad 392, 395 
(C.A. rst, 1948). As a result, the operation of 60(b) in cases of bankruptcy was limited, since 
“no order in bankruptcy is final (in the sense that it cannot be reopened) until the proceeding 
has been terminated.” Indemnity Ins. Co. of North America v. Reiley, 153 F. 2d 296, 298 
(C.A. ad, 1945); see Grand Union Equipment Co. v. Lippner, 167 F. 2d 958, 961 (C.A. ad, 
1948) where it is said of 60(b) that “its scope in bankruptcy is at most limited. For it is 
now settled that it is applicable only to final orders.” 

Similarly, Rule 60(b) did not mention fraud as a ground for the vacation of judgments. In 
Fiske v. Buder, 125 F. 2d 841 (C.A. 8th, 1942) this omission was “filled in” by the court, at 
least insofar as “extrinsic fraud” was 

Under Rule 60(b) it was further decided that error of the court, and most emphatically 
error of law on the part of the court, was not grounds for the vacation of a judgment. Hill v. 
Hawes, 132 F. 2d 569 (App. D.C., 1942) (error of the court); Jusino v. Morales & Tio, 139 F. 
ad 946 (C.A. rst, 1944) (error of law); In re Barnett, 124 F. 2d 1oos (C.A. 2d, 1942) (error 
of law); Fleming v. Miller, 47 F. Supp. 1004 (Minn., 1942) (error of law); Nachod v. Automatic 
Signal Corp., 32 F. Supp. 588 (Conn., 1940) (error of law). Nor could Rule 60(b) be invoked 
where the district court decision had been affirmed by a higher court. Maddrix v. Dize, 61 F. 
Supp. 946 (Md., 1945); Albion-Idaho Land Co. v. Adams, 58 F. Supp. 579 (Idaho, 1945); 
Home Indemnity Co. v. O’Brien, 112 F. 2d 387 (C.A. 6th, 1940). In Miller v. United States, 
114 F. 2d 267, 269 (C.A. 7th, 1940), it is said that “the District Court has no authority to 
to vacate a judgment by it entered in an action at law, after an appeal from said judgment 
has been taken.” 
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Rule 60(b),.however, by the amendments to the Federal Rules adopted in 
1948.” These changes incorporated the experiences of the courts with Rule 60(b) 
in a clear and workmanlike manner. The time limitation was extended; the 
situations under which relief would be given were clarified and expanded; the 
overlapping and obsolete writs not subject to the general rule were eliminated. 
Furthermore, a fundamental change in the underlying theory was incorporated. 
The term rule had been based on the idea that judgments should become irrevo- 
cable in a short time. The salutary changes incorporated in the original formu- 
lation of Rule 60(b), in the suggested amendments thereto, and in the various 
state statutes, accept this underlying notion without question. But the new 
rule embodies a dramatic change, a departure from previous theory, specifically 
rejecting the applicability of the fixed time limit concept to certain categories, 

In amended Rule 60(b), as finally adopted, the last three clauses are not 
subject to the general one-year time limitation; but it is only in the last clause, 
clause 6, that the departure from the fixed time limit concept is readily appar- 
ent. Clause 4 involves the situation where the “‘judgment is void.”’ By definition, 
@ motion to vacate such a judgment can be subject to no time limit. Clause 5 
tells us that a judgment may be vacated when it has been “satisfied, released, 
or discharged, or a prior judgment upon which it is based has been reversed or 
otherwise vacated,” or it is no longer equitable that the judgment should have 
prospective application.” The second phrase refers to a type of relief formerly 
available under the writ of audita querela,*4 and hence was always an exception 
to the term rule. The language is rather broad and probably will be spelled out 
only by a long process of judicial trial and error. Clause 6 is the broadest of all: 


“any other reason justifying relief from the operation of the judgment.”* 
Coming at the end of a broad enumeration of grounds for the vacation of 
judgments, the first three clauses of which are subject to a one-year time 
limitation, the presence of a catch-all clause, subject to no time limitation 
might lead us to infer that in the federal courts judgments are never final at all. 

The cases which invoke 60(b) as amended are as yet few. By far the most 


= The old categories (mistake, inadvertence, surprise or excusable neglect) were left in- 
tact. The writs of coram nobis, coram vobis, audita querela, bills of review, and bills in the 
nature of bills of review were specifically abolished, however, and the type of remedy afforded 
by those writs was incorporated into the new rule. Second Preliminary Draft of Proposed 
Amendments to Rules of Civil Procedure for the District Courts of the United States, May 
1945, at 69-73. Thus, clause 2 of amended Rule 60(b) speaks of “newly discovered evidence,” 
which was formerly a basis for obtaining a bill of review. Similarly, clause 3 treats of “fraud 
. misrepresentation, or other misconduct of an adverse party,” replacing the writ of audita 
querela. The distinction between intrinsic and extrinsic fraud was abolished. The time limi- 
tation was increased to one year, and made applicable to all the above cases. 


*3 Block v. Thousandfriend, 170 F. 2d 428 (C.A. ad, 1948). 
*4 Moore, Federal Rules and Official Forms 1177 (1949). 


28 Moore, op. cit. supra note 24, calls it a “statement of residual power in the court.” His 
opinion is that since the “intendment of Rule 60(b) is that the rule be inclusive, some state- 
ment of residual power is necessary.” 
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important case decided under it is Klapprott v. United States,” which presents 
the strongest indications yet available for the direction federal courts will take 
in the future. 

August N. Klapprott was a German-American citizen, naturalized in 1933 
in New Jersey. On May 15, 1942 the United States filed suit in the District 
Court of New Jersey to set aside the certificate of naturalization, on the 
grounds that Klapprott, a German sympathizer, had perjured himself. Klap- 
prott was served with notice but did not answer. In July 1942 judgment by 
default was entered by the district court. Klapprott had been arrested ten days 
previously on criminal charges of conspiracy to violate the Selective Service 
Act. He was convicted on these charges and sent to prison. In 1945 the Supreme 
Court reversed his conviction..In 1946 he was taken from prison to Ellis Island 
to be deported. On December 12, 1946, Klapprott filed a petition through his 
attorney in the New Jersey district court asking that the default judgment be 
vacated and that he be granted a trial on the merits. The district court dis- 
missed Klapprott’s motion, chiefly on the grounds that the petitioner was 
barred by his laches.*? The circuit court affirmed this decision.** The Supreme 
Court reversed the two lower court decisions by a 5-4 margin, set aside the 
judgment, and granted Klapprott a hearing on the merits. The decision was 
later modified to allow Klapprott merely to offer proof of the allegations in his 
complaint. Seven and one-half years had gone by since Klapprott had been 
denaturalized. 

It is obvious from a reading of the case that the court was moved by the 
plight of the denaturalized citizen. But the legal basis assigned for the decision 
is to be found in amended Rule 60(b), which had gone into effect between the 
date of the circuit court decision and the Supreme Court reversal. 

The “majority” opinion of Justice Black suggested that it was very likely 
that a default judgment in denaturalization cases unsupported by proof was 
void, and hence could be set aside at any time under clause 4 of 60(b). But even 
if this were not so, he continues, the facts of the case were enough to bring it 
under the catch-all phrase in clause 6. Anticipating the argument of Reed’s 


* 335 U.S. 601 (1949), modified 336 U.S. 942 (1949). 
*7 United States v. Klapprott, 6 F.R.D. 450 (N.J., 1947). 
28 Klapprott v. United States, 166 F. ad 273 (C.A. 3d, 1948). 


*9 Joined in only by Justice Douglas. Justice Rutledge wrote a special concurring opinion in 
which Justice Murphy joined, basing his decision on the position that a default judgment in a 
denaturalization proceeding is invalid, and that the Rules of Civil Procedure do not apply to 
such proceedings. He states, however, that “upon the assumption that rules of civil procedure 
may apply in denaturalization proceedings, I am substantially in accord with the views ex- 
pressed by Mr. Justice Black.” 335 U.S. 619, 620 (1949). The concurrence of Justice Burton “as 
limited to the special facts of this case and without expressing an opinion upon any issues not 
before this court,” ibid., at 616, rounded out the bare majority. However, Justice Frankfurter’s 
dissent agreed with the majority except that he was in favor of requiring Klapprott to prove 
his allegations before the judgment could be vacated. This is substantially the position taken 
by the majority of the court in the modified judgment, 336 U.S. 601 (1949). 
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dissent, that all Klapprott complained of was a judgment taken because of his 
“excusable neglect,” which would come within the one-year time limitation ap- 
plied to clause 1, Black paints a touching picture: “[I}n jail . . . weakened from 
illness, without a lawyer in the denaturalization proceedings or funds to hire 
one, disturbed and fully occupied in efforts to protect himself against the 
gravest criminal charges, he was no more able to defend himself in the New 
Jersey court than he would have been had he never received notice of the 
charges.’’ Black’s conclusion is that the petition of Klapprott does not pray for 
relief merely on the grounds of “excusable neglect.” “Something more” had 
been alleged, for which the “other reasons” clause would grant relief. Black 
denied that the force of that clause was limited to circumstances under which 
the old writs of coram nobis and audita querela would lie. “In simple English,” 
he stated, “the language of the ‘other reasons’ clause, for all reasons except 
the five particularly specified, vests power in courts adequate to enable them to 
vacate judgments whenever such action is appropriate to accomplish justice.””° 

The Klapprott case makes clear one thing: that portions of new Rule 60(b) 
give the federal courts a powerful weapon with which to upset judgments if 
they but choose to use it. Rule 60(b) was thus taken by the Court to represent 
a complete departure from the underlying philosophy of the term rule, and to 
substitute a new philosophy of judgments. What are the implications of this 
change? 

The fixed time limit concept lying behind the term rule and the statutes 
modifying it was bolstered up by two justifying theories. One theory was that 
courts could not upset their judgments because property rights had vested 
under them, and these property rights were not to be upset. The courts repeated 
this so often that they became confused, and considerations of property rights 
involved were transformed into the proposition that judgments were them- 
selves property, and that to upset a final judgment was to deprive someone 
of property by that very act.** Another idea that obsessed the courts was that 


3° 335 U.S. 601, 614 (1949). 


3* An extreme example is La. Civ. Code Ann. (Dart, 1942) art. 548: “A judgment, when 
once rendered, becomes the property of him in whose favor it has been given; and the judge 
cannot alter the same, except in the mode provided by law.” In Wieland v. Shillock, 24 Minn. 
345 (1877), a statute which provided for the vacation of judgments on the grounds of fraud 
was held unconstitutional insofar as it applied to judgments already rendered. “At the time of 
the passage of the act,” said the court, “the defendant’s judgment had . . . become absolute, 
and not subject to be set aside, reversed or modified. He had, therefore, a fixed and vested right 
of property in it.” Ibid., at 349. The act would “deprive the defendant of his property in the 
judgment without due process of law.” 

In Johnson v. Jefferson, 191 Minn. 631, 255 N.W. 87 (1934), the court held that, in a claim 
arising under the workmen’s compensation act, where compensation was declared at an end 
and the rights of the parties were finally determined and fixed, and an act was subsequently 
passed giving the commission which had adjudicated the claim the right to “set aside its de- 
cision . . . and grant a new hearing,” the relators “had a fixed and vested right in the final 
determination made by the commission.” Ibid., at 633 and 88. Again, the act was held repug- 
nant to the Fourteenth Amendment. 


Note the language of the United States Supreme Court in McCulloch v. Virginia, 172 U.S. 
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after the end of the term they lost jurisdiction over the case.” If they had no 
jurisdiction, of course, it was wrongful to hear the case. 

These ideas were more often thought than expressed, and more often ex- 
pressed than understood. As a result, these two theories, the “property” and 
the “jurisdiction” theory, are jumbled together without any attempt at sepa- 
ration and analysis. The situation would occasionally come up that both parties 
would desire to set aside a judgment after term time. If the term rule is to be 
based on a jurisdictional rationale, one might expect that the judgment would 
not be vacated in such a situation because “consent cannot confer jurisdic- 
tion.”33 Many courts have behaved this way. On the other hand, if the control- 
ling theory is a property theory, then the judgment may be set aside, because 
there is nothing to prevent a property owner from giving up his property if he 
so desires. Many courts have behaved this way also.*4 

The fact that courts have failed to analyze their actions has also resulted in a 


102, 123-24 (1898): “It is not within the power of a legislature to take away rights which have 
been once vested by a judgment. Legislation may act on subsequent proceedings, may abate 
actions pending, but when these actions have passed into judgment the power of the legisla- 
ture to disturb the rights created thereby ceases.” Note the emphasis on the magic effect of the 
pronouncement of the judgment by the court, the oracle of the law. Pending actions may be 
disturbed by the legislature, but once these actions have passed into the magical domain of 
judgment, they cannot be disturbed because some sort of “title” has “vested” in them. 

Of course, the crude property notions underlying many of the decisions in the field of judg- 
ments are rarely made so explicit as in the above cases. 


% Barnes v. Smith, 104 Mass. 363 (1870), is typical. Here the court says: “The petitioners 
have had a day in court, and the judgment of the court is final. It has passed beyond its control 
to alter or amend.” Ibid., at 364. Hundreds of other cases in the field echo this sort of language. 
See Moore & Rogers, Federal Relief from Civil Judgments, 55 Yale L. J. 623, 629 (1946). 


33 Mayor of Little Rock v. Bullock, 6 Ark. (x Eng.) 282, 283 (1845), where the court said 
that “after the term... the cause was no longer under the jurisdiction or control of the 
court, or the parties. . . . [C]onsent cannot confer jurisdiction.”; Anderson v. Thompson, 75 
Tenn. (7 Lea) 259 (1881); Moody & Co. v. Freeman, 24 Okla. 701, 104 Pac. 30 (1909); 
Western Land & Irrigation Co. v. Humfeld, 118 Ore. 416, 247 Pac. 143 (1926). 


4 Humphreyville v. Culver, 73 Ill. 485 (1874); Gage v. City of Chicago, 141 Ill. 642, 31 
N.E. 163 (1892); National Home for Disabled Volunteer Soldiers v. Overholser, 64 Ohio St. 
517, 60 N.E. 628 (1901); Steinhagen v. Trull, 320 Ill. 382, 151 N.E. 250 (1926); Miller v. 
Miller, 332 Ill. 177, 163 N.E. 343 (1928), a suit for partition, where the court made much of 
the fact that the two parties were the “only persons who had an interest in the real estate 
sought to be partitioned.” Ibid., at 180 and 344; Slattery v. Uvalde Rock Asphalt Co., 140 
S.W. 2d 987, 992 (Tex. Civ. App., 1940); Reisman v. Central Mfg. Dist. Bank, 316 Ill. App. 
371, 45 N.E. ad go (1942). 

Strangely enough, the most sensible solution was proposed in one of the oldest cases, Kidd 
v. McMillan, 21 Ala. 325, 327 (1852), where the court said: “[T]he question before us is, 
whether the court is bound by law, even when the parties consent, to set aside a final judg- 
ment, at a term subsequent to its rendition and try the case again. We think not. There must 
be a time when litigation must end. . . . If the court was bound to retry the cause again at the 
request of the parties... the courts would be compelled ...to retry cases, to suit the 
caprice or whims of the parties. This . . . the courts are not bound to do. True, if it is done, 
we will not hold that the court acted without authority or jurisdiction. But we think the court 
may refuse to retry the cause without violating any principle of law.” Compare this com- 
mon-sense attitude with the spirit of the provisions of amended Rule 60(b). 
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failure to realize that the two rationales upon which their action might be 
based are both fallacious. The “term rule”’ is not a rule which results from the 
jurisdiction of courts. It is a rule which defines jurisdiction. Similarly the “prop- 
erty” theory is fallacious. The judgment creditor owes his claim to property of 
the judgment debtor to the operation of the law. His claim is enforced by a 
court only because his claim is righteous and pure. If proof is offered that his 
claim is not righteous, the court certainly ought to be able to take it away from 
him. There is no magic spell in the entry of a judgment. Besides, there are ob- 
viously many types of cases which this rationale would not fit at all. The 
Klapprott case is an outstanding example. 

Clause 6 of Rule 60(b) simply rejects these two modes of reasoning. The fear 
that judgments will be unstable under clause 6 is unfounded, although, once 
again, the effective import of the clause will depend on the course the courts 
will take. Obviously the clause will be invoked by attorneys with increasing 
frequency, especially when the one-year time limit has run against their clients. 
Already a large number of cases involving aliens are being pushed in the courts, 
as lawyers take the most obvious cue from the Klapprott decision. The implica- 
tions of the case go far beyond the narrow fact situation. 

Courts will be inclined to be receptive, however, to cases invoking clause 6 
only in extraordinary situations where the equities and public policy are 
strongly in favor of the vacation of the judgment. Such a case is presented by 
the Klepprott situation. Underlying the decision is a marked disinclination to 
allow denaturalization without a trial on the merits. It is crucial that in the 
case no “property rights’”’ were vested by the original judgment. No injustice 
was done to the federal government by giving Klapprott an opportunity to 
prove that the judgment should be vacated. It is most dubious whether a sev- 
eral year old judgment in a contract or tort case would be vacated by a federal 
court. The motion must be made, according to Rule 60(b), whatever the 
grounds, within a “reasonable” time. The reason must “justify relief from the 
operation of the judgment.’’ As time passes after the entering of a judgment, 
fewer and fewer reasons are likely to persuade a court that it would be just to 
grant relief from the operation of the judgment. 

The history of finality of judgments in federal courts seems thus to indicate a 
trend away from an absolute time limit after which the judgment becomes un- 
touchable. Crude “property” and “jurisdiction” labels have been replaced by 
a more flexible standard. The law seems to be evolving a doctrine whereby 
judgments gradually become more final as time passes. Arguments in terrorem 
warning of the instability of court judgments are not founded on fact. Rule 60 
(b) and the Klapprott case are thus seen to be eminently realistic, despite the 
fact that clause 6 may be loosely drafted. Ultimately the success of the new 


35 United States v. Eichenlaub, 180 F. 2d 314 (C.A. 2d, 1950); United States v. Backofen, 
176 F. ad 263 (C.A. 3d, 1949), & case involving five denaturalized aliens: 
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philosophy of judgments rests in the sound discretion and good sense of the 
judiciary. But then, so did the old philosophy, which was found wanting. 

The good sense of this approach to the problem of finality of judgments is by 
no means new. Almost a century ago, Lord Campbell, setting aside a judgment 
long after the expiration of the term, said: “It is suggested that such a juris- 
diction as this will be liable to abuse; but I do not feel that to be a forcible 
argument, as the discretion of the Court is a sufficient guarantee against 
abuse. . .. We are asked what are the limits of our jurisdiction, and whether we 
could do this at any time. I answer that lapse of time becomes after a season a 
bar, as soon as the Court in its discretion sees that it has been such as must 
work prejudice. . . .”37 This philosophy is well on its way to becoming law in 
the federal courts. 


BOND PURCHASES AT DISCOUNT BY “INSIDER” 
DURING INSOLVENCY 


Directors are denied a profit on corporate obligations purchased at a discount 
in three principal situations. Purehases during hopeless corporate insolvency are 
considered breaches of trust. Federal bankruptcy courts apply a similar ration- 
ale to acquisitions of debt which occur when reorganization proceedings are con- 
templated. Where the corporation is solvent at the time of acquisition, claims 
are limited to cost only on evidence of overreaching, either by purchasing in 
competition with the corporation or through misrepresentation or nondisclosure 
of material facts rendering the transaction inequitable to the seller. 

Petitioners in the case under discussion’ sought extensions of these rules and 
the hesitancy of the courts tested underlying theories. Calton Crescent’s sole 
asset was an apartment building appraised on a 1942 sale proposal at $220,000, 
valued throughout the period for tax purposes at $421,630, and sold in 1946 for 
$300,000. Its liabilities included a $175,000 first mortgage and $256,000 in in- 
come debentures. By obtaining loans which enabled Calton Crescent to pay 
interest due on the first mortgage and tax liabilities (thus forestalling mortgage 
foreclosure and tax sales), two brothers gained positions on the directorate and 
later assumed management responsibilities. Throughout the following three 
years the corporation was unable to meet interest payments on its first mort- 
gage. During that period close relatives of the Becker brothers (their mother 


% Cannan v. Reynolds, 5 El. & Bl. 301 (1855). 

37 Cannan v. Reynolds, 5 El. & Bl. 301, 306 (2858). ais satstan ot Counenten, J., at 307, 
is also of interest. He states that ‘this case falls within the principle on which we act 
every day at chambers, where we set aside judgments, whether in term or out of term, on the 
ground of mistake. . . . Ido not think either that a judgment is final as soon as it is signed, 
and execution executed, or that it is precarious and may be set aside at any time. . . . [T]he 
application must be made within a reasonable time after the judgment is acted upon.” 


* Manufacturers Trust Co. v. Becker, 338 U.S. 304 (1949), aff’g. sub nom. In re Calton 
Crescent, Inc., 173 F. 2d 944 (C.A. 2d, 1949), aff’g. 80 F. Supp. 822 (N.Y., 1948). 
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and a wife), and a business associate, one Fribourg, purchased $147,300 prin- 
cipal amount of the debentures for $10,195 at prices ranging from 3 to 14 per 
cent of face value. Upon sale of the asset in 1946, Calton Crescent commenced 
proceedings under Chapter XI of the Bankruptcy Act? and was able to pay 43 
per cent of the principal amount of its debentures. The Becker women and 
Fribourg emerged as claimants of 500 per cent profit on their investment. The 
debenture trustee sought limitation of these claims to cost because of the rela- 
tionship? of the claimants to directors and because the purchase occurred during 
insolvency of the corporation. 

In the lower courts the trustee made an alternative argument based on non- 
disclosure of material facts, an argument which it abandoned before the Su- 
preme Court. Though the courts below found the evidence insufficient for this 
ground of profit denial, the Beckers admittedly were speculating on wartime 
real estate values and the group’s purchases may have been made as clandes- 
tinely as possible, with a view to minimizing seller hesitancy which would arise 
if it became public that insiders were purchasing. Prospective sellers’ names 
were supplied to a broker by Fribourg. The broker operated through Fribourg’s 
account to buy for the Becker group, making offers of only three per cent of face 
value to holders. Fribourg’s own purchases were made largely through an osten- 
sible principal who made payment through a bank account opened in his name 
by Fribourg.‘ 

In federal bankruptcy proceedings, “inequity” to sellers because of misrep- 
resentation or nondisclosure of material facts appears as one ground for limita- 


tion of claims to cost.5 Federal application of this prophylactic rule is a recogni- 
tion that lethargy, the costs of litigation, and the difficulties of proof make it 
unlikely that injured sellers will recover the whole of the director’s profit. 
Directors may be tempted to take foreseen risks in the face of a rule good only 
in hands unwilling or unable to assert it. The seller’s need for information is 
certainly pressing. When the corporation is solvent and sufficiently large to find 


* 52 Stat. 905 (1938), 11 U.S.C.A. § 701 (1946). 


3 Purchases by relatives and business associates of directors are generally treated as though 
made by directors. In re Van Sweringen Co., 119 F. ad 231 (C.A. 6th, 1941), cert. den. 314 
U.S. 671 (1941) (use of a “corporation” to purchase); In re Norcor Mfg. Co., 109 F. 2d 407 
(C.A. 7th, 1940), cert. den. 310 U.S. 625 (1940) (corporate entity guise); In re Jersey Materials 
Co., so F. Supp. 428 (N.J., 1943); Thompson v. Mitchell, 128 Wash. 192, 222 Pac. 617 (1924); 
Bramblet v. Commonwealth Land and Lumber Co., 26 Ky. L. Rep. 1176, 83 S.W. 599 (1904); 
Davis v. Rock Creek Lumber Co., 55 Cal. 359 (1880). Contra: In the matter of Franklin Bldg. 
Company, 178 F. 2d 805 (C.A. 7th, 1949); In re Philadelphia and Western Ry. Co., 64 F. 
Supp. 738 (Pa., 1946); Cumberland Corp. v. McLellan Stores Co., 32 F. Supp. 840 ‘OY., 
1940); Horner v. New South Oilmill, 130 Ark. 551, 197 S.W. 1163 (1917). 

4 Appellant’s brief at 12. 


$In re Los Angeles Lumber Products Co., 46 F. Supp. 77 (Calif., 1941). See American 
United Mutual Life Ins. Co. v. City of Avon Park, 311 U.S. 138 (1940). 

6 For recognition of this fact in another corporate context, see McCandless v. Furland, 
296 U.S. 140 (1935), noted 3 Univ. Chi. L. Rev. 484 (1936); 49 Harv. L. Rev. 785 (1936). 
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a place on an exchange, quotations may guide sellers. But insolvency of any sort 
results in nominal prices and slows trading to a point where adequate judgment 
even as to listed securities cannot be predicated on market information.’ 
SEC requirements that financial statements be accurate® are weakened by their 
applicability only to corporations within the federal power and by the inability 
of many sellers to make intelligent use of statements. Nor need these statements 
disclose future prospects of the corporation which would aid rival organizations.° 
It must seem remarkable, then, that only bankruptcy courts have given recogni- 
tion to these apparent weaknesses in the seller’s position. Nevertheless other 
courts confine application of the rule requiring candor to “‘insider’”’ purchases of 
equity securities as distinct from secured and other indebtedness.’® Even as to 
equities, grudging protection for the seller is confined to “special circumstances” 
and generally to face-to-face transactions." Failure to extend the candor rule to 
open market and over-the-counter trading weakens this slight protection further 
since the director can “by concealing his identity . . . the more easily avoid any 
question relative to [the value of securities] and [can] avoid any misrepresenta- 
tions on the subject.”” That requirements discouraging trading by directors 
tend to deprive the corporation of profit-motivated leadership is usually given 
as a reason for the hesitancy of the courts to aid an injured seller."* Arguments 


7See 59 Yale L.J. 156, n. 24 (1949); Rubin & Feldman, Statutory Inhibitions upon Unfair 
Use of Corporate Information by Insiders, 95 U. of Pa. L. Rev. 468, 496 (1947). 


* SEC Rule X-10B-5 (SEC Release No. 3230, 1941), declares unlawful use of federal facili- 
ties (1) to engage in any device, scheme, or artifice to defraud, or (2) to make any untrue 
statement of a material fact or omission to state a material fact, or (3) perform any act, prac- 
tice, or course of business which operates as a fraud or deceit upon any person in connection 
with the purchase or sale of any security. Infraction may be subject of injunctive relief at the 
suit of the Commission, criminal action, or may give rise to a private right of action by an 
injured party. Rubin & Feldman, op. cit. supra note 7, at 497. 


* Compare Goodwin v. Agassiz, 283 Mass. 358, 186 N.E. 659 (1933). 


Lake, The Use for Personal Profit of Knowledge Gained While a Director, 9 Miss. L.J. 
427, 443 (1937). 


™ Strong v. Repide, 213 U.S. 419 (1909), announced the “special circumstances” rule. 
Taylor v. Wright, 69 Cal. App. 2d 371, 159 P. 2d 980 (1945), reviews the conflicting state 
authorities. Goodwin v. Agassiz, 283 Mass. 358, 186 N.E. 659 (1933), confined the rule to ex- 
clude over-the-counter purchases. But see Ballantine, Corporations 216 (1946), where it is 
said: “Dishonest directors should not find absolution from retributive justice by concealing 
their identity from their victims under the mask of the stock exchange.” Where the rule of 
candor would apply to a director’s purchases in his own behalf, it will apply to his purchases in 
behalf of the corporation. Wood v. MacLean Drug Co., 266 Ill. App. 5 (1932) . 


™ Strong v. Repide, 213 U.S. 419, 432 (1909). Courts regard attempts to conceal identity 
as evidence of fraud. In re Van Sweringen Co., 119 F. oa 235 (C.A. 6th, 1941). When a 


director attempts to derive profit through the purchases of a third person, profit is denied the 
third person. Cases cited note 3 supra. 


3 Generally purchases made after a director abandons his position on the directorate may 
be enforced at full value though knowledge acquired during office is used to locate creditors 
and to judge the merits of speculation. Barton v. Montrose Ave. Hospital and Sanitarium, 
333 Ill. App. 309, 77 N.E. 2d 423 (1948); In re Allen-Foster-Willett Co., 227 Mass. 551, 116 
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of misrepresentation or nondisclosure become even less persuasive when used as 
grounds for limitation of claims to cost in federal bankruptcy proceedings, since. 
the remedy is preventive rather than compensatory. It may result in a windfall 
to those who retained their securities or claims but in no way aids the injured 
seller.*4 

Thus the case stood close to a possible “‘nondisclosure”’ area of profit denial. 
More interestingly it stood halfway between a “solvency” rationale which 
would have allowed profit and “insolvency” in the hopeless sense of the old 
cases which would have brought on automatic profit denial, for Calton Crescent 
was insolvent only in the equity sense of inability to meet current liabilities and 
in the bankruptcy sense of greater liabilities than assets. 

The lower courts found that reorganization had not been contemplated’s and 
that the corporation remained a going concern” at the time of purchase. And 
if such findings are sufficient to deem the corporation solvent in the context of 
these rules there must have been evidence of overreaching before limitation of 
claims to cost.’? Overreaching occurs where claims are purchased in competition 
with a corporation’s debt liquidation policy, whether or not the particular di- 
rector was under instruction to buy for the corporation.’* Even in absence of 
such a policy, profit is denied unless the director had informed a disinterested 
directorate of the opportunity he had discovered and unless the opportunity 
had been rejected by a policy against debt liquidation.’® These latter rules imply 


N.E. 875 (1917); Hammond’s Appeal, 123 Pa. St. 503 (1889); In re Craig’s Appeal, 92 Pa. St. 
396 (1880). Contra: In re McCrory Stores, 12 F. Supp. 267 (N.Y., 1935), noted 34 Mich. L. 
Rev. 1245 (1936). Profits may be realized on acquisitions made before becoming a director. 
Todd v. Temple Hospital Assn., Inc., 96 Cal. App. 42, 273 Pac. 595 (1929); Bonney v. Tilley, 
109 Cal. 346, 42 Pac. 439 (1895). 


*4 The court of appeals found this circumstance persuasive. In re Calton Crescent, Int 
173 F. 2d 944 (C.A. ad, 1949). 


*8 173 F. 2d 944, 951 (C.A. 2d, 1949). 
% 80 F. Supp. 822, 824 (N.Y., 1948). 


*7 Alexandrine Hotel v. Whaling, 313 Mich. 15, 20 N.W. 2d 793 (1945); Punch v. Hipolite 
Co., 340 Mo. 53, 100 S.W. 2d 878 (1936); Claude Neon Lights, Inc. v. Federal Electric Co. 
295 N.Y. Supp. 1, 250 App. Div. sro (1937); Camden Safe Deposit Co. v. Citizen’s Ice Co, 
69 N.J. Eq. 718, 61 Atl. 529 (1905); McIntyre v. Ajax Mining Co., 28 Utah 162, 77 Pac. 
613 (1904); Glenwood Mfg. Co. v. Syme, 109 Wis. 355, 85 N.W. 432 (1901); Seymour v. Spring 
Forest Cemetery Assn., 144 N.Y. 333, 39 N.E. 365 (1895). 


** Particular director designated the corporation’s agent to buy: Atherton v. Emerson, 
199 Mass. 199, 85 N.E. 530 (1908); Kroegher v. Calivada Colonization Co., 119 Fed. 641 
(C.A. 3d, 1902); Kimmell v. Geeting, 2 Grant 125 (Pa., 1853). Corporation merely had 
liquidation policy: Davis v. Rock Creek Lumber Co., 55 Cal. 359 (1880); cf. Glenwood Mig. 
Co. v. Syme, tog Wis. 355, 85 N.W. 432 (1901). 


* The decisions require that the director notify the company of the opportunity before 

himself. Glen Allen Mining Co. v. Park Galena Mining Co., 77 Utah 362, 296 Pac. 

231 (1931); In re Jersey Materials Co., so F. Supp. 428 (N.J. 1943); The 1 ‘The Telegraph v. Lee, 

125 Iowa 17, 93 N.W. 364 (1904). Where a director’s disclosure is dishonest, profit is denied. 

Wabunga Land Co. v. Schwanbeck, 245 Mich. 505, 222 N.W. 707 (1929). The directorate must 

be disinterested. Ripperger v. Allyn, 25 F. Supp. 554 (N.Y., 1938); Young v. Columbia 
Land and Investment Co., 53 Ore. 438, 99 Pac. 936 (1909). 
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that the company had cash or credit sufficient to purchase the outstanding obli- 
gations. Calton Crescent had none and presumably emptiness of treasury jus- 
tifies a director’s actions in his own behalf.” 

Yet the court might have held “equity” or “bankruptcy” insolvency the 
equivalent of “hopeless insolvency” for the purpose of denying profit. One may 
wonder how realistic it is to say that Calton Crescent was a “going concern” 
and that reorganization had not been contemplated at the time of the purchases. 
Corporate demise, either through tax or foreclosure sales, was prevented only 
by the financial propping of the Becker group, and it is doubtful that that group 
ever expected to pay creditors in full. 

The rule denying profit where the corporation was “hopelessly insolvent” is 
similar to the misrepresentation or nondisclosure rule discussed above in the 
prophylactic nature of its application. It applies regardless of perfect candor 
in dealing with the seller,” of the director’s motives in purchasing,” or of bene- 


* Alexandrine Hotel v. Whaling, 313 Mich. 15, 20 N.W. ad 793 (1945); Punch v. Hipolite 
Co., 340 Mo. 53, 100 S.W. 2d 878 (1936); Glenwood Mfg. Co. v. Syme, 109 Wis. 355, 85 N.W. 
432 (1901). But cf. Irving Trust Co. v. Deutsch, 73 F. 2d 121 (C.A. ad, 1934), cert. den. 294 
U.S. 709 (1934), refusing the defense in an opportunity seizure situation. It was feared that if 
directors were given a “no funds” justification for entering into competition with the corpora- 
tion their efforts to raise new capital would decrease. Application of the Deutsch doctrine in 
the obligations-purchase situation has been suggested. In re Los Angeles Lumber Products Co., 
46 F. Supp. 77 (Calif., 1941); Punch v. Hipolite Co., 340 Mo. 43, 72, 100 S.W. ad 878, 888 
(1936). It is at least conjectural whether the danger that directors will provide themselves a 
defense by failing to exert best efforts to find new funds is as great in the situation where new 
money is to be used to buy old debts as where it is to be used to expand healthy enterprise. 
It is thought that the latter situation invites new capital whereas the former repels it. The 
danger is at least lessened by the hopelessness of the director’s situation. Prospective lender’s 
reluctance to part with new money is to be expected where old money has experienced losses 
reflected by the discount. 


* All courts have denied profit in such a case. Thompson v. Mitchell, 128 Wash. 192, 222 
Pac. 617 (1924); Bramblet v. Commonwealth Land and Lumber Co., 26 Ky. L. Rep. 1176, 
83 S.W. so9 (1904); Bonney v. Tilley, 109 Cal. 346, 42 Pac. 439 (1895). Knowledge of impend- 
ing insolvency is presumed from position as officer or director. Atherton v. Emerson, 199 Mass. 
199, 85 N.E. 530 (1908). If the director has transferred a claim purchased at a discount to a 
purchaser without notice, presumably the third party may enforce in full. See Inglehart v. 
Thousand Island Hotel Co., 32 Hun. 377 (N.Y., 1884). But a court may enjoin such transfers. 
In ré Los Angeles Lumber Products Co., 46 F. Supp. 77 (Calif., 1941). Where a director re- 
tained part and sold part of his discount purchases, his recovery on the claims retained was 
cut to cost, and from cost was subtracted the profit made in the sale to a third party. In re 
Philadelphia and Western Ry. Co., 64 F. Supp. 738 (Pa., 1946). Where a third party purchases 
for himself and the director as “joint adventurers,” the third party participates in a breach of 
trust and thus cannot recover. See cases cited note 3 supra. 


™ Claims have been denied a profit even where the purchasing director urged sellers against 
selling. In re Los Angeles Lumber Products Co., 46 F. Supp. 77 (Calif., 1941). Compare In re 
Franklin Bldg. Co., 178 F. 2d 805 (C.A. 7th, 1949) (bondholder’s committeeman); L. 
Hand, J., in In re National Public Service Corp., 68 F. 2d 859, 869 (C.A. ad, 1934): “It 
is not enough that a creditor has means of information; he may insist that his interests shall 
be in the hands of a trustee who can act without embarrassing cross currents of motive; that 
he [the creditor] shall not be required to prove that the trustee has failed to press his interests; 
that the trustee’s impartiality must be free from all question,” quoted with approval in the Los 
Angeles Lumber Products case. 


** Compare In the matter of Franklin Bldg. Co., 178 F. 2d 805 (C.A. 7th, 1949). 
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fits to the corporation arising from his purchase.** The rule apparently had its 
origin in the inclination of early courts to announce a desired result by stating 
that the assets of an insolvent corporation were held in trust for the benefit of 
creditors.** Having thus spoken, it followed that directors were trustees and 
could not deal in the obligations of the corporations lest their interests be 
divided. 

Yet the trust analogy is not utilized to deny profit in analogous situations. 
A director may make loans to his corporation,” if entered fairly and interest 
rates are reasonable, regardless of the corporation’s financial condition.’’ This 
is so despite possible conflict of interest where the corporation would best be 
served by gaining an extension after maturity date, or where the director’s 
desire for profit might lead him to keep the loan active in order to prolong inter- 
est periods. Little different is the case where the director purchases an obligation 
at full value.** The possibilities of loyalty division here are no greater than those 
presented where the director is a party to the original transaction. Any of these 
transactions may place preferred claims in the hands of a director. These are 
subordinated only when the director seeks to pay himself in preference to 
others.” 

“Tt is not immediately apparent why insolvency should make a difference.” * 
However, dangers of loyalty division significantly increase upon insolvency. As 
recited above, insolvency increases the disparity of knowledge between insiders 
and sellers. It also increases the discount, hence possibilities of profit. The fact 
that the director is quite often a representative of junior claims renders it ad- 
vantageous for him to move from an equity to a creditor’s position on the cor- 
porate ledger.** Yet any speculator is likely to be directed by the same profit 


*4In re McCrory Stores, 12 F. Supp. 267 (N.Y., 1935). 


25 In re Philadelphia and Western Ry. Co., 64 F. Supp. 738 (Pa., 1946); 3 Fletcher, Cyclo- 
pedia Corporations § 869 (1947); Ballantine, Corporations 209 (1946). Fiduciary language 
may be considered window dressing in the many cases in which profit might have been denied 
on an “‘overreaching” theory. 


% Sanford Tool Co. v. Howe, Brown & Co., 157 U.S. 312 (1894); Twin-Lick Oi] Co. v. 


Marbury, 91 U.S. 587 (1875); Monroe v. Scofield, 135 F. 2d 725 (C.A. roth, 1943); Camden 
Safe Deposit and Trust Co. v. Citizen’s Ice Co., 69 N.J. Eq. 718, 61 Atl. 529 (1905). 


*7 Higgins v. Lansingh, 154 Ill. 301, 40 N.E. 362 (1895). 


** Marine and River Phosphate Mining Co. v. Bradley, ros U.S. 175 (1881); Stack v. 
Welder, 137 Cal. App. 647, 31 P. 2d 426 (1934); Snediker v. Ayers, 146 Cal. 407, 80 Pac. 511 
(1905). . 

2° Claims retained their preference: Martin v. Chambers, 214 Fed. 769 (C.A. 5th, 1914); 
Stack v. Welder, 137 Cal. App. 647, 31 P. 2d 426 (1934); cases cited note 28 supra. Claims sub- 
ordinated because of attempted self-payment: Atherton v. Emerson, 199 Mass. 199, 85 N.E. 
530 (1908); Asheville Lumber Co. v. Hyde, 172 Fed. 730 (C.C. Pa., 1909). Compare Pepper v. 
Litton, 308 U.S. 295 (1939). 

3 In re Calton Crescent, 173 F. 2d 944, 950 (C.A. 2d, 1949). 


3* Note the following testimony of a president-director: “I and the other directors felt that 
to protect my own interest I ought to get control of the [corporation]/and its property. I was 
looking out for myself. . . .” Glen Allen Mining Co. v. Park Galena Mining Co., 77 Utah 362, 
376, 296 Pac. 231, 237 (1931). } 
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and control motives. It is true that the “inside” position and power of the di- 
rector give him certain advantages over “outsiders.”” He knows who are the 
claim holders and his knowledge of the value of remaining assets is likely to be 
superior to that of the seller and of the “outside” speculator. Yet one must ask 
whether the mere fact that a director has these advantages over “outsiders” in 
the obligations-purchase race is sufficient reason for the automatic denial in- 
herent in the “trust” rationale. Given some device, perhaps administrative,* 
strengthening the seller’s knowledge, parity recognition of a purchasing direc- 
tor’s claims on corporate reorganization would tend to keep the enterprise in 
experienced hands. 

That the director’s purpose in purchasing obligations may be to prop up the 
corporate structure in order to safeguard his own previously-acquired junior 
interests is another factor urging rejection of the “trust” rationale.** As long as 
an invitation to participate is extended to all interested parties there seems no 
reason why those who refuse should be allowed windfall gains. Nevertheless, 
profit is denied though other equity holders have abandoned the corporation to 
the creditors.4 And oftentimes a director’s activity is of substantial benefit to 
the corporation, despite his own speculative purposes.** Thus, in the principal 
case, the Becker activity matured in a manner profitable to all those who re- 
tained debentures. Had the corporation accepted the 1942 proposal to sell for 
$222,000, the distribution to the bondholders would have been five percent of 
face value.** By delaying foreclosure, the group made possible a sale for 
$300,000, a distribution of 43 percent and a profit to themselves of $54,000. If 
the claims of the Becker group had been denied, nonselling bondholders would 
have received a windfall of 50 per cent or a distribution of 94 percent. And it is 
a fair guess that many of the “retaining” bondholders were recent acquirers, as 
were the Beckers, at the average market price during the period of 8 per cent. 
In the usual, though not in the principal case, the efforts of a director seeking to 


3 See 62 Harv. L. Rev. 1391, 1392 (1949), noting the principal case. 


33 Aside from (1) profit and control, or (2) safeguarding junior interests, the old cases reveal 
a third motive of directors in purchasing claims at a discount. Directors sought to use these 
claims as set-off cushions against various statutory liabilities. In Bulkley v. Whitcomb, 121 
N.Y. 107, 24 N.E. 13 (1890), and Lingle v. Nat. Ins. Co., 45 Mo. 109 (1869), set-offs were at- 
tempted, but refused, against liability on unpaid stock subscriptions. In Hill v. Frazier, 22 
Pa. St. 320 (1853), the director’s liability for issuance of stock in impairment of capital could 
not thus be avoided. Assessment litigation on unpaid stock subscriptions brought by directors 
against the shareholders was successful in In re Craig’s Appeal, 92 Pa. St. 396 (1880), since 
the directors had purchased after the corporation had ceased business. But cf. Chouteau In- 
surance Co. v. Floyd, 74 Mo. 286 (188). 


34 Monroe v. Scofield, 135 F. ad 725 (C.A. roth, 1943); Bramblet v. Commonwealth Land 
and Lumber Co., 26 Ky. L. Rep. 1176, 83 S.W. 599 (1904); Harts v. Brown, 77 Ill. 226 (1875). 


38 Monroe v. Scofield, 135 F. 2d 725 (C.A. roth, 1943); In re McCrory Stores, r2 F. Supp. 
267 (N.Y., 1935); Bramblet v. Commonwealth Land and Lumber Co., 26 Ky. L. Rep. 1176, 
83 S.W. 599 (1904). Compare Punch v. Hipolite Co., 340 Mo. 53, 100 S.W. 2d 878 (1936); 

v. Morris, 255 App. Div. 35, 5 N.Y.S. ad 721 (1938). 


* The figure five per cent is drawn from the opinion of the court of appeals, 173 F. 2d 944, 
947 (C.A. ad, 1949). 
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salvage equity interests will deserve more sympathy from a court of equity than 
the efforts of an outside speculator to capture derelict assets. 

In addition, bankruptcy rules for determining fairness of reorganization plans 
tend to minimize the danger that a director will seek to retain control through 
discount purchases. “Where . . . [the investigation of a bankruptcy court] dis- 
closes the existence of unfair dealing, a breach of fiduciary obligations, profiting 
from a trust, special benefits for the reorganizers, or the need for protection of 
investors against an inside few, or of one class of investors from the encroach- 
ments of another, the court has ample power to adjust the remedy to meet the 
need. The requirement of full, unequivocal disclosure; . . . the separate classifi- 
cation of claimants; the complete subordination of some claims, indicate the 
range and type of the power which a court of bankruptcy may exercise in these 
proceedings. That power is ample for the exigencies of varying situations. It is 
not dependent on express statutory provisions. It inheres in the jurisdiction of a 
court of bankruptcy.”’’? Thus on general equitable principles a bankruptcy 
court may disregard or limit the voting power of cheaply acquired corporate 
obligations which have a veto power over interests of longer standing, when the 
purpose of the holders is either to extort profit or control for their acceptance of 
a plan from others, or to vote in an inequitable plan.** The Bankruptcy Act it- 
self requires judicial scrutiny of claims asserted by agents, attorneys, commit- 
tees, indenture trustees and a limiting of such claims as were acquired in con- 
templation of or in the course of reorganization proceedings to the actual con- 
sideration paid.*® Analogous safeguards are provided against trading by mem- 
bers of bondholders committees, whose positions are more nearly similar to 
those of trustees than is that of a director.‘ 

It was in the background of these conflicting considerations, the myriad fed- 
eral statutes which have sought since 1929 to protect investors from insider 
trading, and the general powers of bankruptcy courts to discourage such trans- 
actions that the Supreme Court was asked to decide the Calton Crescent situa- 
tion. The Court emphasized that the issue was whether the facts of the particular 
case gave rise to possibilities of division of loyalty so apparent as to compel ap- 
plication of the “trustee’’ rule of the early courts in the “hopeless” insolvency 
cases where the corporation was insolvent only in a bankruptcy sense.“ In 


37 American United Mutual Life Ins. Co. v. City of Avon Park, 311 U.S. 138, 146 (1940). 
38 In re McEwen’s Laundry, Inc., 90 F. ad 872 (C.A. 6th, 1937). 
39 Bankruptcy Act § 212, 52 Stat. 895 (1938), 11 U.S.C.A. § 612 (1946). 


# Bankruptcy Act § 249, §2 Stat. gor (1938), 11 U.S.C.A. § 649 (1946), deprives fiduciaries 

in corporate reorganizations of compensation if they trade in shares or obligations during the 
period of office. In re Mountain States Power Co., 35 F. Supp. 307 (Del., 1940); In re Republic 
Gas Corp., 35 F. Supp. 300 (N.Y., 1936). 

« The precise issue has not been squarely raised in previous cases. In re Van Sweringen 
Co., 119 F. ad 231 (C.A. 6th, 1941), cert. den. 314 U.S. 671 (1941), perhaps most strongly sup- 
ported the trustee, since the fact that the purchases there occurred one year before bankruptcy 
proceedings was so distant from the court’s view of what was material that it was not men- 
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behalf of such an extension, the SEC urged that directors might be tempted to 
delay the reorganization or liquidation of a losing concern to gain time in which 
to purchase obligations and that delays might waste assets rightfully belonging 
to all creditors. Judge Learned Hand’s dissent in the court of appeals argued 
that “[t]he insolvent company may have a good chance of effecting a composi- 
tion: that is, it may be able to scale down its debts and go on,”’# and that courts 
should ask, in each case, whether the alternatives to “scale down and go on” or 
to buy at discount and realize a profit are sufficiently present to require the 
trustee rule against divided loyalty.“ In refusing to extend the trust rule, the 
Court adopted Judge Hand’s approach to the problem since it limited its deci- 
sion to the particular facts and suggested another result in Chapter X proceed- 
ings should the SEC, as “statutory advisor to the court” present a convincing 
“body of evidence . . . presumably informed by expert understanding.” 

The Court’s refusal recognizes that the trust rule is based on speculation as 
to causes and effects of conflicting considerations and that earlier courts may 
have been too deaf to argument in behalf of the director. Looked upon as a reali- 
zation that recent federal regulations and bankruptcy cases have lessened the 
dangers of divided loyalty, perhaps the decision portends further restrictions on 
the application of the trust rule as protections against “insider’’ transactions are 
strengthened. Analogous safeguards on the state level leading to similar limita- 
tions of the rule will prove of greater significance, however, since the discount 
purchase problem is peculiar to small corporations controlled by state regulation 
and jurisprudence. 


YOUTH CORRECTION—THE MODEL ACT IN OPERATION 


I 
Though vengeance was, historically, the motive for criminal punishment,’ 
modern justifications are based on the prevention of future crimes.* Punishment, 


tioned in the opinion, but was recited in Gochenour v. Cleveland Buildings Co., 142 F. ad 991, 
992 (C.A. 6th, 1944). In re Jersey Materials Co., 50 F. Supp. 428 (N.J., 1943), was a case of 
competition with the corporation in making the purchases and thus stood on grounds alterna- 
tive to the trust rationale. In In re Los Angeles Lumber Products Co., 46 F. Supp. 77 (Calif., 
to4), the claims were purchased after a resolution approving reorganization proceedings and 
in In re Norcor Mfg. Co., tog F. 2d 407 (C.A. 7th, 1940), cert. den. 310 U.S. 625 (1940), the 
corporation was in state receivership at the time of purchase. 


#173 F. 2d 944, 952 (C.A. ad, 1949). 


“3 A similar attitude is revealed by the Chenery cases, 318 U.S. 80 (1943), which held that 
equity (i.e., common law) had not imposed upon officers and directors any fiduciary duty to 
shareholders precluding them from buying and selling corporate stock even ven during reorganiza- 
tion proceedings. But the Court, in 332 U.S. 194 (1947), conceded the SEC’s ability to impose 
such a rule in the light of its experience. 

* Waite, The Prevention of Repeated Crime 3-89 (1943); Waite, The Youth Correction 
Authority Act, 9 Law & Contemp. Prob. 600, 600-602 (1942). 

* Ibid. This is not to say that the punitive element is not present in modern theories, for 
in all probability, the desire for retribution is consciously or unconsciously always a motiva- 
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it has been said, serves to reform the offender, deprive him of the opportunity to 
do mischief, and serves to deter other potential criminals.’ Although there is no 
general disagreement on the proposition that crime and delinquency either 
should be prevented, or if not prevented, attacked when manifestations first 
appear, there is increasing doubt that punishment is the proper and desirable 
method to achieve these objectives.‘ 

The causes of crime are external pressures affecting both offenders and non- 
offenders, and lower resistance of offenders to withstand these pressures.’ Crim- 
inal law and penology cannot hope to reduce the external pressures, but can 
hope to influence the individual’s reaction to them. It is felt by many that puni- 
tive measures not only fail to develop the capacity for law-abiding conduct and 
self support, but have the opposite effect on the plastic and impressionable 
youth offender.® Specifically, the objections to present methods are that (1) mass 
treatment too often subjects convicts of correctible character to destructive in- 
fluences, (2) individuals are released and subjected to these external pressures 
without any societal help or encouragement, and (3) too often individuals are 
discharged from incarceration without regard to their fitness or the safety of 
society.’ 

The present uncertainty in regard to the proper function of the punitive and 
reformative aspects of imprisonment has unusually serious consequences in the 
case of the youthful offender. Recent studies indicate that the youth group— 
the age group comprising individuals from sixteen to twenty years—commits 
crimes of a serious nature at a rate which is vastly above its percentage of the 
total population.* Furthermore, meager data concerning recidivism indicates 


tion. Even under youth correction legislation retaliation is present; the fact that the offender 
is to be subjected to criminal prosecution and subsequently is to be under the control of 
the state is indicative. The advocacy of correctional methods in this article is not intended 
to imply that the element of punishment or retribution is absent. Rather it is an atlvocacy 
of a method of treatment which looks forward to the time when offenders are returned to 
society; a method which, although recognizing the presence and drive for retaliation, will pro- 
tect society from future harm. Although both elements are present, the desire for retalia- 
tion by necessity must play a secondary role. 

3 People v. Superintendent Illinois State Reformatory, 148 Ill. 413, 421, 36 N.E. 76, 79 
(1894). 

4 Waite, The Prevention of Repeated Crime 18-32 (1943); Waite, The Youth Correction 
Authority Act, 9 Law & Contemp. Prob. 600, 602-603 (1942); Sellin, Youth and Crime, 9 Law 
& Contemp. Prob. 581, 582 (1942). 

5 Waite, The Prevention of Repeated Crime 28 (1943); Waite, The Youth Correction 
Authority Act, 9 Law & Contemp. Prob. 601, 609 (1942); Sellin, The Criminality of Youth 70 
(1940). 

6 MacCormick, Existing Provision for the Correction of Youthful Offenders, 9 Law & Con- 
temp. Prob. 588, 589 (1942); Waite, The Youth Correction Authority Act, 9 Law & Contemp. 
Prob. 601, 609-614 (1942); Waite, The Prevention of Repeated Crime, 18-32 (1943); Sellin, 
The Criminality of Youth 69-94 and tables therein (1940). 

7 Sellin, op. cit. supra note 6. 


®Sellin, The Criminality of Youth 11-67 and tables therein (1946); Sellin, Youth and 
Crime, 9 Law & Contemp. Prob. 581, 582-83 (1942); A-L., Youth in Crime 7 (1940). If 
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that the youth group demonstrates a high index of repeated crime.° 

As a result of these objections, the American Law Institute’s Committee on 
Uniform Laws developed and presented a Model Youth Correction Authority 
Act in 1940.'° The Act was designed to deal with the youth offender after con- 
viction, and was a radical departure from prevailing practices. With the excep- 
tion of life imprisonment, death or fines, the trial judge was to have no discre- 
tion in sentencing a youthful offender (those who were apprehended before at- 
taining the age of twenty-one).” If, under the facts, none of the exceptions was 
applicable, the judge was to commit the offender to the Youth Correction Au- 
thority.” After commitment, the Authority was to make a detailed study of 
each individual and was to have wide discretion in regard to treatment, segre- 
gation and classification." 

No definite period of control was contemplated, for in line with the purpose 
of the Act, the Authority was to have the power to discharge the individual 
when treatment and correction had been completed and when discharge would 
not constitute a danger to the public. However, discharge of the offender was 
required at the time he reached certain age limits unless the Authority felt that 
such a discharge would be dangerous to the public."4 If the Authority was con- 
vinced that a discharge would be dangerous, it was to apply for extended con- 
trol for a period of five years."s The determination of the need for extended con- 
trol was to be subject to the safeguard of judicial approval of the petition after 
full hearing.’* The Authority could reapply for extended control at the end of 
each five-year period. The effect of these provisions resulted in giving the 
Authority the possibility of perpetual, indeterminate control*’ over the indi- 
vidual. 


law violations in general are considered, the data indicate that youths do not contribute an 
extraordinary amount. However, when the more serious crimes are considered, youth plays an 
unusually heavy role. Crimes against property—those with an economic basis—are committed 
by the youth group at a very high rate. They commit approximately 50% of all automobile 
thefts, 40% of all burglaries, 28% of all robberies, and 22% of all thefts. These figures are 
striking in that youths comprise but 13% of the population old enough to commit crimes. 

9 Sellin, The Criminality of Youth 106 et seq. (1940); Sellin, Youth and Crime, 9 Law & Con- 
temp. Prob. 581, 584 (1942). It is interesting to note that the types of crime committed by 
youth—those against property—are definitely related to recidivism. 

© Youth Correction Authority Act (A.L.1. Official Draft, 1940). 

™ Tbid., at §§ 4-10, 13. 

*9 Tbid. 

*3 Tbid., at § 30. Se ees ee ae ae of psychiatrists and 
psychologists; it could discharge the offender immediately or place him on a type of parole; 
it could send him to a vocational camp, to school or to a general rehabilitative institution 
in which varied vocational, educational and recreational activities were to be offered. 

"4 Thid., at § 29. 

*5 Thid., at §§ 33-36. ** Thid. 

17 Indeterminate sentence is used here to mean the power to retain control over an offender 


for an indeterminate period of time, provided, of course, that judicial approval of extended 
control is obtained. The indeterminate sentence is most commonly applied to the procedure 
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II 

The Model Act, which was not received without adverse criticism,"® was pre- 
sented ten years ago. Since that time the states of California, Massachusetts, 
Minnesota, Texas, and Wisconsin have adopted similar or related acts.’* At- 
tempts to pass such legislation in Illinois have been fruitless. In all probability, 
the objections to youth correction legislation have come from the judges who 
are jealous of any attempts to restrict their judicial power, the lawyers who are 
wary of the constitutionality of such legislation, the local communities who fear 
a decrease of activity on the local level, and finally, general apathy. It is felt 
that a discussion of youth correction legislation is pertinent again today because 
of the success which has been achieved by those states which have adopted such 
acts and because of the need for such legislation in I)\inois. The remainder of 
this note will investigate the operation, achievements, and defects of the pres- 
ently prevailing statutes, and finally will discuss the applicability of youth cor- 
rection legislation to Illinois criminal law administration. 

The various statutes which have been adopted resemble the Model Act to a 
great extent, but all of them differ in certain vital respects. In all probability, 
the provision in the Model Act for true indeterminate control was one of the 
most crucial measures with which to protect society and rehabilitate the of- 
fender.** It was this provision that went directly to the heart of the philosophy 
underlying the Act, since the time limits for completion of rehabilitative treat- 
ment cannot be determined in advance. None of the acts which have been 
adopted have retained this provision. It is highly possible that the reasons for 


this omission were fear that passage of legislation containing a provision tanta- 
mount to perpetual control would not be obtained, and that even if passed, the 
Act’s provision for indeterminate control would violate constitutional prohibi- 


of sentencing a criminal for a definite minimum and maximum. The determination of control 
and release is to be made by parole and related boards. The term is also applied to the sentencing 
procedure in Illinois. Here, however, the judge may set the minimum and maximum, as long 
as these termini are within statutory limits. The evil of this practice is apparent, since a 
criminal may be sentenced to a minimum of life and a maximum of life and the sentence still 
will comply with legal requirements. See Ill. Rev. Stat. (1949) c. 38, § 802; Blackiston, Previ- 
ous Criminal Records and the Indeterminate Sentence, 76 Crim. Justice 27, 33 (1948), §§ 27- 
31; Healy, Youth Correction: Principles of Diagnosis, Treatment, and Prognosis, 9 Law & 
Contemp. Prob. 681 (1942). 

*®See Perkins, Indeterminate Control of Offenders: Arbitrary and Discriminatory, 9 
Law & Contemp. Prob. 625 (1942); N.Y. Times § 1, p. 12, col. 6-7 (Mar. 13, 1943); Perkins, 
Defect in Youth Correction Authority Act, 33 J. Crim. L. & Criminology 111 (1942); Hall, 
The Youth Correction Authority Act, 28 A.B.A.J. 317 (1942). The majority of these objec- 
tions are dealt with in II, III, and IV. 


9 Cal. Wel. & Inst. Code (Deering, 1944) §§ 1701 et seq.; Mass. Ann. Laws (Supp. 1948) 
c. 119, §§ 52 et seq., c. 120; Minn. Stat. (Mason, 1947) § 260.125; Texas Ann. Rev. Civ. 
Stat. (Vernon, Supp. 1949) art. 5143C; Wis. Stat. (Brossard, 1947) c. 54. 

* Bennett, Indeterminate Control of Offenders: Realistic and Protective, 9 Law & Con- 
temp. Prob. 617 (1942). 
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tions against “cruel and unusual punishment.”’** These constitutional provi- 
sions, however, have been construed very liberally and courts have seldom in- 
terfered with legislative discretion in fixing the sentence for a particular crime.” 
It is not uncommon for courts to state that cruel and unusual punishment is 
that which approaches immoral, barbaric or uncivilized conduct.** In light of 
this, one can but wonder about the fears of the legislators. It must be empha- 
sized that it is cruel and unusual punishment which is prohibited; it justifiably 
can be argued that such prohibitions do not apply to the philosophy and provi- 
sions of youth correction legislation.*4 The draftsmen of the Model Act were 
motivated by a dissatisfaction and distrust of punishment as a method of pre- 
venting repeated crime; it would seem that an application of the prohibitions 
against cruel and unusual punishment to this therapeutic legislation would be 
inherently self-contradictory. However, as long as many judges and legislators 
conceive of the disposition of a convicted offender as punishment, one cannot 
wholly condemn the proponents of youth correction acts for intentionally omit- 
ting a provision for true indeterminate control. 

Not all of the states which have adopted youth correction acts have com- 
pletely abandoned provision for continued control beyond a set period. Some of 
the states have adopted a method by which the Authority is empowered to ex- 
tend the period of control in cases of individuals who suffer from mental deficien- 
cies or disorders short of insanity, who would constitute a danger to the public.” 
The rationale here, in all probability, is similar to that underlying the detention 
of individuals of the “Typhoid Mary” class.” The possibility of extended con- 
trol on this basis is accompanied by elaborate provisions for judicial determina- 
tion of the necessity for further control.’ It is difficult to understand the dis- 


** Calif. Const. Art. 1, § 6; Mass. Const. Art. 26; Minn. Const. Art. 1, § 5; Tex. Const. 
Art. 1, § 13; Wis. Const. Art. 1, § 6. 


™ State v. McCauley, 15 Cal. 430 (1860); In re O’Shea, 11 Cal. App. 568, ros Pac. 776 
(1909). The Illinois Constitution states, “All penalties shall be proportioned to the nature of 
the offense ... .” (Ill. Const. Art. II, § 11). This also has been given an exceedingly broad 
interpretation. See People v. Landers, 329 Ill. 453, 160 N.E. 836 (1927); People v. Callicott, 
322 Ill. 390, 153 N.E. 688 (1926); People v. Elliott, 272 Ill. 592, 112 N.E. 300 (1916). 


23 State v. McCauley, 15 Cal. 430 (1860); People v. Elliott, 272 Ill. 592, 112 N.E. 300 (1916). 


24 Mimms, Indeterminate Control of Youth Offenders Under the Youth Correction Author- 
ity Act: Constitutional Issues, 9 Law & Contemp. Prob. 635, 641 (1942). Furthermore it is 
hardly fair to classify the possibility of perpetual control as cruel and unusual since judicial 
safeguards would surround the determination of the need for extended control; the individual 
is protected against arbitrary action. Youth Correction Authority Act (Official Draft, 1940) 
$$ 33-34 (2). 

25 Mass. Ann. Laws (Supp. 1948) c. 120, §§ 17-19; Wis. Stat. (Brossard, 1947) c. 54, 
$§ 54.32-54, 34- 

* Tilinois has provision for the commitment of those who are adjudged sexual 
paths. Ill. Rev. Stat. (1948) c. 38, § 820 et seq. However the rationale here is not only 
protection of the public per se, but also prevention of the prosecution of individuals for crimes 
committed when in this condition. People v. Simis, 382 Ill. 472, 47 N.E. ad 703 (1943). 


21 Note 25 supra. 





688 THE UNIVERSITY OF CHICAGO LAW REVIEW 


tinction between extended control on this basis and extended control over those 
who are merely considered dangerous to the public. Theoretically, the standard 
of physical or mental abnormality could be construed as synonymous to that 
contemplated in the Model Act, for those who are considered dangerous to the 
public vary from the norm and in this sense are “abnormal or deficient.” Prac- 
tically, however, there should be no doubt that the standard of abnormality 
will be construed narrowly; definite objective evidence of abnormality will be 
demanded. Thus, those states which have chosen this method of extended con- 
trol have effectively rejected the merits of extended control, for by and large the 
great number of offenders over whom the Authority should have extended con- 
trol are not those who are objectively and definitely “abnormal.” 

Other states have provided for extended control by another and quite dis- 
similar method. It is provided that if the Authority determines that discharge 
at the end of the statutory period would be dangerous, the Authority can peti- 
tion the court. If the court finds that discharge would be dangerous, it is not to 
grant extended control to the Authority, but must commit the individual to a 
penitentiary for a period of time equal to the maximum term prescribed by law 
for the offense for which he was originally convicted, less the period during which 
he was under the control of the Authority.* Apparently this commitment is not 
a resentencing but a transfer of control under the original sentence, and it seems 
that the individual will be eligible for parole, and in all respects treated as other 
prisoners. This method is contingent on the fact that the time spent under the 
control of the Authority is less than the maximum sentence prescribed by law; 
if such is not the case, he must be discharged in accordance with the statutory 
limits. These statutes have provided for protection from the discharge of dan- 
gerous offenders and are meritorious in this respect. But it is very possible that 


*8 Cal. Wel. and Inst. Code (Deering, 1944) §§ 1780-83. Minnesota has a somewhat differ- 
ent solution, but the manner of extended control is based on the maximum sentence idea. ‘The 
offender is to be discharged on his twenty-fifth birthday except when the Commission de- 
termines that discharge would be dangerous to the public. In such cases the Commission is to 
then terminate control in the following manner: “(1) If he be then on probation under the 
supervision of the probation officer of the district court, the future control and disposition of 
the case shall be in all respects as though such probation were under the order of said court. 
(2) If he be then on probation, but not under the supervision of a local probation officer, or 
if he be on parole, control of him shall be transferred to the State Board of Parole who shall 
thereupon assume like control over him as though he were on parole following sentence of a 
court for a maximum term provided by law for the crime for which he was committed. (3) 
If he be then confined in a penal institution, the control of the Commission shall cease and 
such confinement shall be upon like terms and conditions as though it had been under sen- 
tence of the court for the maximum term provided by law for the crime for which he was com- 
mitted.” Minn. Stat. (Mason, 1947) § 260.125, subd. 27. The Texas statute seems to apply 
only to delinquent children—males under seventeen years and females under eighteen years 
(Tex. Ann. Rev. Civ. Stat. [Vernon, Supp. 1949] art. 2338-1), and is ineffective as far as the 
youth group is concerned (Tex. Ann. Rev. Civ. Stat. [Vernon, Supp. 1949] art. 5143C, § 3). 
The provision for termination of control is ambiguous. “Every child committed to the Council 
as a delinquent, if not already discharged, shall be discharged or referred back to the [Juvenile] 
court when he reaches his twenty-first birthday.” Art. 5143C, § 33. Apparently there is to be 
no extended contol whatsoever. 
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this type of extended control may have an insidious effect. Presumably the of- 
fender was receiving corrective treatment while under the control of the 
Authority, and commitment of this offender to a penitentiary may destroy all 
the progress which has been made.” 

The only other alternative is that of an absolute requirement of discharge in 
accordance with statutory limits.*° However, this method would be no better, 
if not much worse, than the adopted provisions for extended control. 

Thus, in lieu of the provision in the Model Act, those states which have 
adopted youth correction legislation have chosen methods which either are 
practically ineffective, or which may have an effect contrary to the philosophy 
and principles underlying youth correction. This is not to say that those 
statutes which have been adopted are without value; it is most probable that 
the great majority of those treated by the various authorities will benefit by the 
treatment. The need for extended control would only be apparent in the excep- 
tional situation. The statutes, although departing from the Model Act in this 
important respect, still contain the important ideas and methods of treatment, 
and for this reason alone realize a system of youth correction which is vastly 
superior to general present day methods. 

At least two of the states which have adopted youth correction legislation 
have made a further departure from the aims of the Model Act. It was intended 
and provided by the framers of the Model Act that commitment to the Authori- 
ty was to be in effect mandatory.** Texas and Massachusetts have provided that 
commitment to the Authority is discretionary and permissive.” It is apparent 
that this type of legislation is contrary to the letter and spirit of the Model Act. 
Youth correction is relegated to the position of just another method of disposi- 
tion available to the judge, and implies an admission by the proponents of these 
acts that the present methods are acceptable. Legislation which relegates the 
Youth Authority to the position of just another alternative not only condones 
the present system, but indicates a lack of faith in amelioration through correc- 
tive methods. Unless all judges could be convinced of the value of youth correc- 
tion, it is probable that Youth Authorities will be ineffectual in these states. 


*” Notes 8 and 9 supra. 
»® This apparently is the situation in Texas. See note 31 infra. 


3* Youth Correction Authority Act (A.L.I. Official Draft, 1940) § 13. The judge was to 
retain the power to sentence to death, life imprisonment or fines, if the offense was such that 
these dispositions were in order. 

# Children between the ages of fourteen and seventeen against whom delinquency pro- 
ceedings have been brought and dismissed, and against whom criminal proceedings subse- 
quently are begun may be committed to the Youth Service Board, Mass. Ann. Laws (Supp. 
1948) c. 119, §§ 61, 73, 74, 75, 76. See Section 80. Section 83 provides that any boy between 
fourteen and eighteen years of age may be committed. The Juvenile Court has a great many al- 
ternative dispositions at its disposal. Tex. Ann. Rev. Civ. Stat. (Vernon, Supp. 1948) art. 
§143C, § 12. 
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Ii 


It has been ten years since the Model Act was drafted and but nine years 
since California became the first state to adopt youth correction legislation. It 
is still much too early to determine conclusively the effect of such legislation on 
the rates of youth crime and recidivism. It is not too early, however, to note 
trends and discuss what has been done with the general problem of youthful 
offenders and crime prevention by those states with youth correction legislation. 

The reports from California present a few facts and trends which, although 
inconclusive, are worthy of notice. It was expected by experts in law enforce- 
ment and allied fields that the end of the war would see a major increase in the 
rate of delinquency in California, due to such factors as the great influx of per- 
sons into the state, and the extreme mobility and disorganization of its popula- 
tion.’ However, contrary to these expectations, the actual increase in the rate 
did not occur. From information available it appears that the actual occurrence 
of delinquency approximately paralleled the increase in population.*4 It is not 
safe to conclude that this absolutely proves the success of youth correction, for 
there might be many other causative factors. This fact does seem to indicate, 
however, that state-wide mobilization of youth services might well have had a 
beneficial effect in enabling California to hold the line. 

Whether the California Youth Authority has been able to combat the rate of 
recidivism cannot be answered at this time. If recidivism includes not only acts 
committed by a youth after discharge, but also any offense committed while 
under parole or probation, some definitive trends are recognizable. Crudely re- 
fined statistics indicate that of all the youthful offenders who have been placed 
on parole and returned, the percentage recommitted because of new offenses has 
been decreasing. In 1946, 54% of all returned from parole had perpetrated new 
crimes; in 1947, 41%; and in 1948, 35.2%.** Before any definite, over-all conclu- 
sions can be drawn, considerable statistics must be accumulated and more pre- 
cise methods of tracing the movements of discharged individuals must be de- 
veloped.* 

Despite the inconclusive statistical evidence of the effectiveness of youth cor- 
rection some appraisal of the success of the various youth authorities may be 
drawn from an examination of delinquency prevention on the local level, and 
diagnostic treatment on the centralized correctional level. 

The Youth Authority, created by the Model Act, was not limited solely to 
corrective treatment after conviction; the Authority also was empowered to 


33 California Youth Authority, Report of Program and Progress 148 (1948). 

#4 Thid. 

35 Thid., at 149-50. 

3% Attention has been focused on California because it has been such a short time since 


other states have passed youth correction legislation that it is even more difficult to de- 
termine the effect on youth crime and recidivism in these states than in California. 
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engage in programs of delinquency prevention. A practical objection which was 
raised against this aspect of youth correction legislation was that the creation 
of a unified program of delinquency prevention would have the effect of increas- 
ing the control of state agencies and thereby removing youth problems from the 
sphere of local activity. The experience of those states with youth correction 
programs, however, has been quite the contrary. Statutory provisions authoriz- 
ing wide-spread delinquency prevention programs*’ have been effectively uti- 
lized. In the practical sphere the various authorities have been acting in an ad- 
visory and organizational capacity in developing enlightened programs of pre- 
vention and youth service, not on the central state level, but on the local level.+* 
Local detention services have been improved; subsidiary local youth agencies 
have been established; law enforcement methods have been studied and im- 
proved; the youth authorities have advised and aided in the expansion of local 
recreation facilities ;3* community youth services have been increased, improved 
and coordinated; and various local and state-wide conferences called and work- 
shops instituted.4* Thus the various youth authorities, acting as advisers and 
clearing houses for youth services, have not usurped the functions of local agen- 
cies, but rather have been the instigators of realistic and effective community 
activity. 

It is interesting to note that Illinois has set up statutory agencies to act in an 
advisory capacity and as a central clearing house and coordinator of youth serv- 
ice throughout the state." Should youth correction legislation be adopted in 
this state the coordination of corrective and preventive activities would be a 
relatively simple matter. 

On the centralized correctional level, facilities for diagnosis of the youthful 
offender have been established and expert staffs of social workers, psychologists 
and psychiatrists have been retained. Certain shortcomings are apparent how- 
ever. The Youth Authority in California has been unable to secure the full-time 
services of psychiatrists, and therefore has been unable to effectuate complete 
programs of diagnosis and psychiatric aid. In Minnesota, reception centers have 

37 Cal. Wel. and Inst. Code (Deering, Supp. 1949) §§ 1752.5, 1752.6, 1752.7; Minn. Stat. 
(Mason, 1947) § 260.125, subd. 1, 32; Wis. Stat. (Brossard, 1947) §§ 54.01, 54.06, 54.07. 


% California Youth Authority, Report of Program and Progress 14-16, 105-27 (1948). 
See Youth Conservation Commission of Minnesota, The Community Organizes for Youth: 
A Manual for a on (1949); Division of Child Welfare, Wisconsin Dep’t of 


Public Welfare, Report of the Organization, Functions, and Operations of Youth Service 
Activities (1950). 


39 See generally note 38 supra. 

« California and Minnesota have initiated workshops in order to train workers and teachers 
on the local level. Recently the governor of Minnesota convened a general state conference on 
youth in which prominent citizens and authorities participated. The recommendations made 


indicate an interesting source of remedial and corrective measures. Report of Governor’s State 
Conference on Youth (1948). 


“Til. Rev. Stat. (1949) c. 23, §§ 220a-220d. These provisions establish state agencies 
which work together with local communities in the study and the prevention of youth crime. 
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been established within the confines of prisons.* This seems undesirable since 
the psychological influences of prison or reformatory atmosphere may obstruct 
and prevent adequate diagnosis. 

The California Youth Authority has been extremely active and effective in 
its program of improving present correctional institutions and establishing new 
ones. Its program has been guided by the need for segregation. Offenders whose 
correction programs provide for institutionalized care have been carefully 
screened. Individual variables of sex, age, personality, type of offense and per- 
sonal desires have determined to which of the more than ten schools or camps 
the offender is to be sent. Upon commitment to an institution, an extensive full- 
time program is prescribed. Vocational training varying in scope from carpentry 
to dramatics is offered. Accredited elementary and high school training is given 
to those individuals whose limited education would constitute an impediment 
upon return to society. Adequate physical and recreational facilities are also 
provided.*? Throughout the period of rehabilitative control the progress of the 
individual is carefully studied, and when it is determined that sufficient progress 
has been made and that the individual is fit to return to society, he is dis- 
charged. 

Thus although it is not possible to appraise statistically the effects of youth 
correction, and salutary effects of the concrete measures taken in California and 
other states are clearly apparent. 


IV 


Though attempts to pass a Youth Correction Act in Illinois have failed, it is 
felt that the present Illinois treatment of youthful and juvenile offenders dem- 
onstrates the need for youth correction in this state. The Juvenile Court in Illi- 
nois has jurisdiction over all persons under the age of twenty-one years and may, 
in proper proceedings, assume control over males under seventeen years and fe- 
males under eighteen years because of delinquency.*4 The court has great dis- 
cretion in dealing with those individuals who have been declared neglected, de- 
pendent or delinquent. These is ample opportunity for disposition on an indi- 
vidual basis. However, the shortcomings of the system become apparent in 
cases of youths charged with felonies and misdemeanors. The judge may, in his 
discretion, allow a delinquent to be proceeded against in accordance with the 
laws governing the commission of crimes.“ The criminal courts, moreover, have 


# California Youth Authority, Report of Program and Progress 37-40 (1948); private 
with Mr. Whittier Day, Director, Minnesota Youth Conservation Com- 


correspondence 
mission; see Division of Child Welfare, op. cit. supra note 38. 

43 California Youth Authority, Report of Program and Progress 41-98 (1948). 

“TIL. Rev. Stat. (1949) c. 23, §§ 190, 193, 197, 198, 199, 201. 

45 Thid., at §§ 198-203. 

#Thid., at § 199. See People v. Lattimore, 362 Ill. 206, 199 N.E. 275 (1935). This case 
construed and refuse to take 


"Section 199 to mean that the judge can exercise his discretion 
jurisdiction and custody of a child named in a petition of delinquency. 
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original jurisdiction to hear and permit prosecution for felonies notwithstand- 
ing a previous declaration of delinquency by the Juvenile Court.*’ Thus, juve- 
niles as well as the youth group* may be subjected to criminal prosecutions, and 
the resultant evils which confront the youth group after conviction. 

The Illinois indeterminate sentence law allows the judge the power to fix mini- 
mum and maximum sentences within the statutory limits. The minimum must 
be equal to or greater than that fixed by law, and the maximum must be equal 
to or less than the statutory maximum.“ Allowing such discretion in fixing sen- 
tences is utterly contrary to the idea of the indeterminate sentence** and parole. 
Especially in cases of the youthful offender, it admits the evil of varying the 
sentence of individuals convicted of the same crime in accordance with varied 
and irrational standards, and not in accordance with intensive diagnosis.** The 
length of a sentence in a mass treatment institution may well be one of the prime 
causative factors in character and personality destruction. Youth correction and 
parole were developed, in part, to avoid this consequence. 

Prior to the first of this year it was within the discretion of the trial judge to 
sentence even a very young offender to the state penitentiary. However, recent 
enactments require all youthful male offenders under seventeen years of age to 
be sentenced and committed to the Illinois State Reformatory.* Similar provi- 
sions exist for females under sixteen years. Meritorious as the intention of pre- 
venting incarceration of youthful offenders** with adults may be, mass treat- 
ment and lack of individual segregation are found equally in reformatories, and 
in this respect a reformatory is a penitentiary for the young. Most important, 
however, the group which has the highest rate of youth crime is still subject to 
penitentiary sentences. The present system in Illinois is thus open to the objec- 
tions motivating those who drafted the original Model Act—the youth offender 
is faced with all the destructive influence inherent in punishment and peniten- 
tiary commitment. 

Youth correction legislation has not fared well in Illinois, nor has there been 
any legislative action on this matter since the defeat of Senate Bill 635° in 1947. 
The defeat of this legislation may have been due, in part, to constitutional ob- 
jections to youth correction generally, and Senate Bill 63 specifically. 


47 People v. Lewis, 362 Ill. 229, 199 N.E. 276 (1935). 

4* For the purposes of this note juveniles are defined as those offenders under seventeen 
years of age, and youths are defined as those from seventeen to twenty-one years of age. 

4 Til. Rev. Stat. (1949) c. 38, § 802. See discussion note 17 supra. 

8° Note 17 supra. 

st See Chicago Sun-Times § 1, p. t4, col. 1 (January 27, 1950), for an excellent example of 
how irrationalities may determine the length of a sentence. Where offenders are convicted of 
rape, treason, murder or kidnapping, the jury (if any) is to fix a determinate sentence. Ill. 
Stat. (1949) c. 38, § 801. In the above-mentioned article, two convicted rapists were sentenced 
within ten minutes of each other. One was sentenced to ten years, the other to seventy-five. 

# Til. Rev. Stat. (1949) c. 38, § 803. 54 Note 51 supra. 

53 Ibid. 55 Introduced by Senator A. Marovitz. 
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The constitutionality of the California Act was sustained in 1943, and the 
Minnesota Act was recently upheld in the case of State 0. Meyers’ The argu- 
ments against both acts fall more or less within traditional categories of consti- 
tutional law, and are relevant since they restate the main arguments made 
against proposed legislation in Illinois. In the Meyer case the defendant con- 
tended that the provision of the Act which made it mandatory upon the court 
to commit the offender to the Conservation Commission, was a violation of the 
principle of separation of powers, since the court was deprived of its “inherent 
power”’®* to fix sentence. This argument was disposed of by the court since they 
distinguished between those acts which are inherently judicial and those which 
are judicial by legislative grant and performed within statutory limits. The pro- 
nouncement of sentence is judicial in nature, but the sentence which the court 
pronounces can be, and is, determined by legislative mandate. This argument 
would apparently meet with a similar fate if presented to an Illinois court. In 
sustaining the validity of the indeterminate sentence law the Supreme Court of 
Illinois employed reasoning similar to that of the Minnesota court.” In People 
v. Joyce,* it was said, ‘““The functions of the court in regard to the punishment 
are to determine the guilt or innocence of the accused, and if the determination 
be one of guilt, then to pronounce the punishment or penalty prescribed by 
law.” 

The provision for mandatory commitment to the Authority (Section 13 of 
Senate Bill 63), unless the individual was initially placed on probation or sen- 
tenced to death or life imprisonment, may raise further objections. Probation 
under the present Illinois Probation Act has been construed as a matter within 


the discretion of the court. Admission to probation, the termination thereof, 
and the ultimate disposition of the offender, have been dealt with as an exercise 
of judicial power. It may be argued that commitment to the Authority is in ef- 
fect the legal equivalent of compulsory probation. The adherents of this view 
maintain that the initial commitment to the Authority is a form of suspended 
sentence® because of the subsequent possibility of penitentiary commitment.* 


56 In re Herrera, 23 Cal. 2d 206, 143 P. 2d 345 (1943); Ex parte Ralph, 27 Cal. 2d 866, 168 
P. ad 1 (1944). 

58? 228 Minn. 286, 37 N.W. 2d 3 (1949). 

s* Minn. Stat. (Mason, 1947) § 260.125, subd. 13. 

59 State v. Meyer, 228 Minn. 286, 37 N.W. 2d 3, 8-9 (1949). 

6 People v. Reid, 396 Ill. 592, 72 N.E. 2d 812 (1947); People v. Mikula, 357 Ill. 481, 192 
N.E. 546 (1934); People v. Prochowski, 294 Ill. 482, 128 N.E. 474 (1920); People v. Joyce, 
246 Ill. 124, 92 N.E. 607 (1910). 

6 946 Ill. 124, 135, 92 N.E. 607, 612 (1910). 

& Til. Rev. Stat. (1949) c. 38, §§ 784-792. 

% See People v. Donovan, 376 Ill. 602, 35 N.E. 2d 54 (1941); People v. Miller, 317 Ill. 
33, 147 N.E. 396 (1925); cf. People v. Harrison, 392 Ill. 511, 64 N.E. 2d 882 (1946). 

6s Compare Ill. Rev. Stat. (1949) c. 38, §§ 784, 78s. 

$s Til. Senate Bill 63, §§ 33-34 (1947). 





COMMENTS 695 


It is only the latter disposition which is described as the imposition of a sentence. 
Therefore, it is concluded that although a court cannot exercise powers of pro- 
bation without legislative authorization,® it is quite another thing for a legisla- 
ture to invade the sphere of judicial discretion and require admission to proba- 
tion. 

This argument relies on the assumption that commitment to the Youth 
Authority would not be a judicial sentence, but rather a form of probation. This 
assumption appears to be unwarranted. Senate Bill 63 provided that control of 
the offender by the Authority was to terminate when the individual reached the 
age of twenty-five.” If the Authority felt that discharge would be dangerous, it 
was to allege so in a petition to the court. If the judge agreed, he was to be em- 
powered to commit the offender to the penitentiary for a period of time equal 
to the maximum sentence set by law for the offense committed, less time spent 
with the Authority.“ Such a commitment complies with the requirement that 
a sentence must be definite enough to appraise the offender of his rights. Com- 
mitment to the Youth Authority would be a sentence for a period of time limited 
by the statutory age limits, or the maximum sentence fixed by law for such a 
crime, whichever is greater. The commitment of an individual for corrective 
purposes for a definite maximum period of time subsequent to conviction for a 
crime is equivalent to a sentence, and is in fact a sentence. The possibility of 
subsequent penitentiary incarceration is nothing more than a shift of control 
under the original sentence. The fact that Senate Bill 63 made explicit provision 
for the exercise of probation powers by the judge’ indicates further that com- 


mitment to the Authority is not compulsory probation. The treatment of an in- 
dividual duly convicted and sentenced is not a judicial function; it is, on the 
contrary, an executive function.” Probation, as conceived and defined in the 
statutes,” is inherently different in nature and effect from the treatment of an 
offender by the Youth Authority subsequent to conviction. 

Consistent with the Model Act, Senate Bill 63 empowered the Authority to 
discharge the offender when corrective therapy had been completed.’? It is pos- 


People v. Penn, 302 Ill. 488, 135 N.E. 92 (1922). 

% Persons committed by the Juvenile Court were to be discharged on the twenty-first 
birthday; those convicted of misdemeanor were to be discharged on the twenty-third birthday; 
and those persons who were convicted of a felony and committed to the Authority were to be 
discharged on the twenty-fifth birthday. Ill. Senate Bill 63, § 32 (1947). 

 Thid., at §§ 33-34. 


% People v. State Reformatory, 148 Ill. 413, 36 N.E. 76 (1894); People v. Pirfenbrink, 96 
Ill. 68 (1880); cf. People v. Joyce, 246 Ill. 124, 92 N.E. 607 (1910). 


7 Til. Senate Bill 63, § 13 (1947). 


™ Compare People v. Mikula, 357 Ill. 481, 192 N.E. 546 (1934); People v. Joyce ,246 Ill. 
124, 92 N.E. 607 (1910). 

™ Note 64 supra. 

7 Til. Senate Bill 63, § 28 (1947). 
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sible that such a provision would be declared unconstitutional as an unlawful 
delegation of the pardoning power granted to the governor by the constitu- 
tion.’4 The power to parole has been described and upheld as 2 method of treat- 
ment and not an employment of the pardoning power.“ However, under the 
present parole act there can be no final discharge of a prisoner without the con- 
currence of the governor.”® Discharge, as long as conceived of as commutation 
or pardon, would necessitate executive concurrence and approval. Such a re- 
quirement, if more than a rubber stamp activity, would work a hardship on 
youth corrective treatment and should be avoided. The pardoning and commu- 
tation powers are based on the idea of executive clemency.”’ The discharge 
granted by a Youth Authority has no relation to clemency and thus no relation 
to the pardoning power. Rather, it is granted as the termination of corrective 
treatment and indicates that the individual is ready to go back into society. Be- 
cause an executive agency can grant final discharge to a convicted offender, it 
does not follow that the governor’s pardoning power has been delegated or 
usurped. Furthermore, Senate Bill 63 implied that the power of discharge was 
in no way to infringe on, or affect, the scope of the executive pardon.” 

The high courts of California and Minnesota both entertained argument that 
laws providing a different method of treatment for youth offenders and adults 
violated constitutional guarantees of due process and equal protection. Both 
courts rejected these contentions and stated that a classification which is rea- 
sonable, and in which the law affects in the same way all of those similarly situ- 
ated, does not violate these constitutional prohibitions. In Illinois it has been 
held consistently that classification is a matter of legislative discretion and 
courts will not interfere unless the classification is clearly unreasonable and ar- 
bitrary.’ Certainly it should not be said that a statute which provides a differ- 
ent means of control for individuals apprehended when under the age of twenty- 
one than that for adults, is clearly unreasonable in light of the purpose to be 
accomplished. 

The objection that the power to terminate treatment and grant discharge 
constitutes an unlawful delegation of legislative power does not appear to be 
substantial. It has long been held in Illinois that as long as the legislature pre- 
scribes the rule and standard of conduct, it may delegate various functions to an 


74 Til. Const. Art. 5, § 13. 


75 People v. Nierstheimer, 401 Ill. 465, 82 N.E. 2d 438 (1948), cert. den. 69 S. Ct. 402 (1949); 
George v. People, 167 Ill. 447, 47 N.E. 741 (1897). 


Til. Rev. Stat. (1949), c. 38, § 802; People v. Nierstheimer, 401 Ill. 465, 82 N.E. 2d 438 
(1948); George v. People, 167 Ill. 447, 47 N.E. 741 (1897). Compare People v. McKinley, 
372 Ill. 247, 23 N.E. 2d 50 (1939). 


77 Jensen, The Pardoning Power in the American States 110 et seq. (1922). 
7 Compare II]. Senate Bill 63, § 37 (1947). 
7 Compare Berry v. City of Chicago, 320 Ill. 536, 151 N.E. <8 (1926). 
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administrative agency.** The prime requirement is that the standard of conduct 
by which the agency is to guide its actions must be reasonably definite and cer- 
tain.®* 

The legislative standard prescribed in the various correction acts and in Sen- 
ate Bill 63 is that of public safety." Admittedly this is a vague standard, but the 
nature of corrective activities negatives the possibility of a more definite rule of 
conduct. In view of the purpose and aims of youth correction legislation, the 
standard of public safety seems adequate and sufficiently certain. Only a very 
conservative court would condemn such legislation as an unlawful delegation of 
legislative power. 

In all probability the strongest sources of opposition to youth correction leg- 
islation in Illinois are the judges who have resented any attempts to decrease 
their power,*? and the local communities which resent an increase of the power 
of central state agencies and a decrease of their functions in dealing with the 
problem of delinquency on a local level. It is true that a youth correction act 
would reduce the power of the judge over sentencing. However, in view of the 
present application of the indeterminate sentence law to youthful offenders 
under which sentences for identical crimes vary depending upon the whims and 
irrationalities of the judge, it would appear that such a reduction in judicial 
power would be highly desirable. The fear by communities of a reduced role in 
delinquency prevention has not materialized. The contrary is apparent in those 
states which have adopted youth correction legislation. 

In view of the present disposition of youth offenders in Illinois—one which is 


highly inadequate—and in view of the strides and success of youth correction 
in other states, the time again is ripe for the introduction of a youth correction 
act to the legislature. 


PROMISSORY ESTOPPEL—A BASIS FOR ENFORCEMENT OF 
GOVERNMENTAL PROMISES BY THIRD PARTIES 


Although a subcontractor engaged upon a building contract normally looks 
first to the contractor for any compensation due him, experience has often dem- 
onstrated the practical inadequacy of this contractual remedy. The improvi- 
dence of the contractor and the lack of any contractual relationship with the 
owner frequently have left the subcontractor unable to obtain compensation 
either for labor and materials expended, or for damages sustained in connection 


% People v. Roth, 249 Ill. 532, 94 N.E. 953 (1933). Compare People v. Wilson Oil Co., 364 Ill. 
406, 4 N.E. 2d 847 (1937); Boshuizen v. Thompson and Taylor Co., 360 Ill. 160, 195 N.E. 625 
(1935); People v. Yonker, 351 Ill. 139, 184 N.E. 228 (1932); People v. Beekman & Co., 347 
Ill. 92, 179 N.E. 435 (1932). 


8: Tbid. 8 Senate Bill 63, § 28 (1947). 


*s Senator Marovitz, Transcript, Midwest Forum of the Air, April 13, 1947, p. 6 et seq.; cf. 
Judge Wallace, N.Y. Times § 1, p. 12, col. 6-7 (March 13, 1943). 
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with the work. Almost every state now provides a statutory mechanics’ lien 
which makes available that property which is the subject matter of the contract 
as an additional measure of security to the subcontractor.’ However, as a lien 
cannot be enforced with respect to public property,’ subcontractors engaged 
upon a federal, state or municipal project remain outside the benefit of this 

Congress has to some extent corrected the situation with respect to work on 
federal projects by providing that contractors with the United States must fur- 
nish a bond for the protection of subcontractors and materialmen,’ but the 
statute is effective only as to their outlays for labor and materials necessary for 
the performance of the prime contract and within ‘the contemplation of the 
parties to it.* Clearly outside the scope of the Act are claims for damages occa- 
sioned by breaches of the prime contract by the government.’ These are gov- 
erned solely by decisions in the United States Court of Claims and the Supreme 
Court under the authority of a statute outlining the general contractual liability 
of the government.® 

Claims against the United States for damages sustained by subcontractors 
have come before these courts in two forms. Subcontractors have sued the gov- 
ernment directly, in which circumstance the courts have usually rejected these 
claims as lacking foundation upon a contract with the United States.” However, 
when the subcontractors’ damages have been presented in the form of claims by 
the contractor in behalf of the subcontractors, the courts have generally al- 
lowed them,* presumably on the theory that the amounts represent the extent 
to which the contractor has been damaged by the government’s breach of the 
prime contract. Contrary results, then, have been the consequence of dissimi- 
larities which appear to be essentially procedural. 


* Armour v. Western Const. Co., 36 Wash. 529, 78 Pac. 1106 (1905); 57 C. J. S. 495 (1949). 


* United States v. Munsey Trust Co., 332 U.S. 234 (1948); United States use of Hill v. 
American Surety Co., 200 U.S. 197 (1906); Hutchinson v. Kreuger, 34 Okla. 23, 124 Pac. 591 
(1912). The authoritative cases in the different states are collected in this opinion. 


3 49 Stat. 793 (1935), 40 U.S.C.A. 270a (1943). Section 2 of this Act provides that a contrac- 
tor with the United States must furnish a bond for the protection of persons supplying labor 
and materials in prosecution of work provided for in the contract and that on failure of the 
contractor to pay any subcontractor, the United States may sue for the use of such benefi- 
ciaries. “The sole purpose of this act is to protect the subcontractor.” United States v. Biggs, 
46 F. Supp. 8 (IIl., 1942). Many of the states have enacted similar statutes for the purpose of 
providing those engaged by a public contractor with a substitute for the mechanics’ lien. Cases 
collected in 77 A.L.R. 140 (1932). 


4 United States for use of Morgan Co. v. Maryland Gas Co., 147 F. 2d 423 (C.A. sth, 1945). 
5 Ibid. * Tucker Act, note 12 infra. 


7 Collins v. United States, 93 Ct. Cl. 369 (1941); Petrin v. United States, 90 Ct. Cl. 670 
(1940); N.Y. Shipbuilding Corp. v. United States, 61 Ct. Cl. 357 (1925). 


* United States v. Blair, 321 U.S. 730 (1944); Consolidated Engineering Co. v. United 
ae 98 Ct. Cl. 256 (1943); Pneumatic Gun-Carriage Co. v. United States, 36 Ct. Cl. 71 
1901) 
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Unfortunately, both the Court of Claims and the Supreme Court have been 
content to rest their decisions in this particular field almost wholly upon the 
precedents at hand, without indicating the rational foundations of their conclu- 
sions. It is not surprising, therefore, that when a novel fact situation is present- 
ed, obvious conflicts arise between rules habitually applied, clearly revealing 
that substantial areas of inconsistency underlie views supposedly reconcilable. 

Continental Ill. Nat. Bonk & Trust Co. of Chicago 0. United States? was the 
latest of three recent cases raising a problem never encountered previously by 
the Court of Claims. A contractor with the government for work on a housing 
project entered into several subcontracts. As in the earlier two cases referred 
to,® each of these subcontracts provided that neither the contractor nor the 
subcontractor would be held responsible to each other for any damage or delay 
caused by the government. When subsequent delays and other breaches of con- 
tract by the government caused additional expenses to the subcontractors, their 
claims were included as items of damage in a suit by the prime contractor” 
against the United States. The government thereupon presented a motion to 
omit any findings relating to these claims on behalf of subcontractors, and this 
motion was granted by the court in a three-to-two decision. 

In accordance with their two earlier decisions, the majority of the court held 
that there existed no basis for the contractor’s claim for compensation from the 
government for the extra expenses incurred by subcontractors. The statutory 
basis for contractual liability of the United States in any instance is the Tucker 
Act,” in which Congress has provided that the United States shall be liable for 
claims “founded upon any express or implied contract with the United States.” 
The court reasons that since this Act has application in this case only to the 
claims of the contractor, any claim by him in behalf of the subcontractor must 
be founded upon the assumption that the governmént’s conduct has made the 
contractor liable in turn to the subcontractor. When the presence of the exculpa- 
tory clause precludes that possibility, losses suffered by a subcontractor cannot 
result in any actual loss to the contractor, and therefore are properly excluded 
from the consideration of damages for which the government is liable. 

Judge Madden, in the dissent in this case, displays concern over the fact that 
the position of the majority in this controversy is logically inconsistent with its 
past views in respect to treatment of claims in behalf of subcontractors. He ob- 
serves that the court has customarily admitted these claims as a matter of 
course, and with the exception of the other two exculpatory clause cases, has 
consistently ignored the issue of the liability of the contractor to the subcon- 


° 81 F. Supp. 596 (Ct. Cl, 1949). 


1° Severin v. United States, 99 Ct. Cl. 435 (1943), cert. den. 322 U.S. 733 (1944), followed 
in James Stewart & Co. v. United States, 63 F. Supp. 653 (Ct. Cl., 1946). 


The suit was actually by the executor under the last will of the contractor, A. N. Severin, 
deceased. 


* 36 Stat. 1136 (1911), 28 U.S.C.A. 1491 (1948). 13 Thid., at subsection (4). 
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tractor.*4 However, the Judge points out, even in the absence of a contractual 
provision that the contractor is not to be held responsible for damages caused 
by the government, such as appeared here, it was frequently the case that for 
various reasons the contractor was not in fact liable to the subcontractor. Never- 
theless, in the entire history of the Court of Claims, recovery on behalf of a sub- 
contractor was never before barred upon this ground. 

This observation throws before the court an ambiguity latent in a half-century 
of its decisions. If the court has considered the issue of the contractor’s liability 
to the subcontractor only in instances in which the exculpatory clause has ap- 
peared,’5 then the failure to extend its analysis to the nonexculpatory clause 
cases demonstrates a basic inconsistency. Either there exists some implicit the- 
ory of governmental liability other than that based upon the contractor’s right 
to anticipated damages, or there has been an unfortunate neglect on the part 
of the court in many cases to examine the bases of the claims against the gov- 
ernment. 

Judge Madden’s suggestion is that the ambiguity be resolved in favor of a 
more general theory of recovery under claims in behalf of subcontractors. He 
believes that a consistent attitude would be to ignore in all cases the liability 
or nonliability of the contractor to the subcontractor, and instead treat the 
contractor as “the owner of a right to have the government comply with its 
contract, which right he holds in trust for those whom he brings into the situa- 
tion by giving them interests in such compliance as subcontractors.”’”* 

Cited as supporting his argument is a recent Supreme Court decision, Umited 
States ». Blair.” In that case, the Court admitted the subcontractor’s losses as 
items of damage while expressly noting in the opinion that there existed no find- 
ing that the contractor was liable to the subcontractor. It was asserted further 
that the contractor’s agreement with the government for certain services “nec- 
essarily implies the right to recover extra costs and services wrongfully demand- 
ed of respondent under the contract, regardless of whether such costs were incurred 
or such services were performed personally or through a subcontractor.”** This dic- 
tum goes even further than Judge Madden’s dissent, proposing not merely that 

4 Chief Judge Whaley, dissenting in Severin v. United States, 99 Ct. Cl. 435, at 444 (1943), 
observed, “For fifty years it has been the settled doctrine of this court that a contractor could 
bring suit for himself and his subcontractor for losses occasioned by delay by the defendant 


[the United States]. In innumerable cases from Stout, Hall & Bangs v. United States, 27 Ct. 


of Claims 385, to Consolidated Engineering Co. v. United States . . . , this doctrine has been 
uniformly followed and never been questioned. . . .” 


*8 The single exception is found in Pneumatic Gun-Carriage Co. v. United States, 36 Ct. Cl. 
71 (1901). The government defended against the claim on behalf of the subcontractor on the 
ground that the contractor had not yet paid damages to the subcontractor and therefore had 
suffered no loss. The court noted that there was “nothing hypothetical or remote . . . in the 
amounts that the subcontractor can claim of plaintiff,” and held the government immediately 
liable on the claim. 

*6 Continental Ill. Nat. Bank Co. v. United States, 81 F. Supp. 595, soo (Ct. Cl., 1949). 


17 321 U.S. 730 (1944). 18 Thid., at 737-38 (italics added). 


=— Oo ew 


ee ee lll Olle Oe. 
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a court consider immaterial the factor of liability between contractor and sub- 
contractor, but maintaining that the very existence of the subcontractual re- 
lationship be ignored in determining the government’s liability. 

Despite the apparent fairness in refusing to allow a fortuitous circumstance, 
the contractor’s hiring of subcontractors, operate to reduce the government’s 
liability, neither Judge Madden’s dissent, nor the decision and dictum of the 
Blair case, presents a sound basis of recovery. In viewing the problem as one of 
not permitting the party who broke the contract to escape liability, both opin- 
ions apparently disregard the accepted proposition that an action does not lie 
against the sovereign except by consent.’? The privilege of suing the United 
States is one which can be granted by Congress alone, and no court has the 
power to extend the government’s liability beyond the bounds indicated by 
legislative mandate.” The Tucker Act™ allows claims against the United States 
founded on contract, but such a claim must be based upon an actual loss” by 
a party to whom the government owed a duty to comply with its promises.” 
Neither Judge Madden nor the Supreme Court indicates any basis under which 
such a duty can be claimed to exist.*4 The Judge’s suggestion that the right 
against the government is held “in trust” by the contractor for the subcon- 
tractor begs the ultimate question.*s The erection of a constructive trust in this 


9 United States v. Shaw, 309 U.S. 495, 500 (1940); Commissioners of the State Ins. Fund v. 
United States, 72 F. Supp. 549 (1947), contains a brief historical outline of the doctrine from 
its British origin to its most recent legislative encroachment in the United States (the Federal 
Tort Claims Act). For some recent criticism of the doctrine, cf. Governmental Immunities—A 
Study in Misplaced Solicitude, 16 Univ. Chi. L. Rev. 128 (1948). 


* United States v. Michel, 282 U.S. 656, 659 (1931); Eastern Transportation Co. v. United 
States, 272 U.S. 675, 686 (1927); Price v. United States, 174 U.S. 373, 376 (1899). 


** Note 12 supra. 


= The United States is not subject by the Tucker Act to suits for nominal damages. See 
Severin v. United States, 99 Ct. Cl. 435, 443 (1943), cert. den. 322 U.S. 733 (1944); Great 
Lakes Construction Co. v. United States, 95 Ct. Cl. 479, 502 (1942); Nortz v. United States, 
294 U.S. 317, 327 (1935). Nor can more than compensation for damages actually sustained by 
the party ever be awarded against the United States. See United States v. Smith, 94 U.S. 
214 (1876). 


*%3 The statute has been strictly construed by the courts, and it has been established that the 
contract must be one actually contemplated by the parties, that is, at the very least, a con- 
tract implied in fact, and not merely-a quasi-contract or construction by the court. Braun v. 
United States, 46 F. Supp. 993, 98 Ct. Cl. 176 (1942). 


*4 It has been suggested that the exculpatory clause should be considered irrelevant on the 
issue of recovery, since it was inserted by the contractor and subcontractor for the sole pur- 
pose of protecting themselves, rather than in any way affecting the liability of the government. 
34 Minn. L. Rev. 143 (1950), 1 Mercer L. Rev. 117 (1949), both noting Continental Ill. Nat. 
Bank Co. v. United States, 8: F. Supp. s95 (Ct. Cl., 1949). However, the same fallacy exists 
in respect to this suggestion; if the contractor is not in fact liable to the subcontractor, then, 
regardless of the intent of the parties, the contractor has no basis upon which he can maintain 
an action for the losses occurring to the subcontractor. 


*s Compare N.Y. Shipbuilding Corp. v. United States, 61 Ct. Cl. 357 (1925). A subcon- 
tract expressly provided that all benefits under the government contract were to be held 
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instance is merely another way of saying that the United States should be liable, 
It assumes the conclusion by indicating an appropriate remedy” without argu- 
ment justifying the cause of action. If the government is to be held liable for the 
damages incurred by the subcontractor, it must be under some legal theory 
demonstrating the actual responsibility of the government for its promises in the 
prime contract. 

Section 90 of the Restatement of Contracts provides: 

A promise which the promisor should reasonably expect to induce action or for- 
bearance of a definite and substantial character on the part of the promisee and 
which does induce such action or forbearance is binding if injustice can be avoided 
only by enforcement of the promise. , 


An investigation of the theory underlying this section as it is applied reveals 
its applicability to the problem of the Continental Ill. Bank case. 

The recent cases incorporating the doctrine of Section 90 demonstrate a 
trend toward increasing recognition of what writers have asserted is the funda- 
mental basis of the historic law of simple contracts.” Although “promissory 
estoppel” (as it has been termed in its modern formulation) has been held by 
some courts to extend only to charitable subscription cases,** an increasing num- 
ber of decisions have applied the doctrine to situations of a commercial char- 
acter.”? 

Judge Madden’s belief that the government ought not to be able to disregard 
its promises to the detriment of the subcontractor can be expressed in the lan- 
guage of the Restatement. Certain sections of the prime contract involving 
promises of the government induced action** of a definite and substantial char- 


“exclusively in trust” for the plaintiff. The court in this case rejected the notion that this 
provision acted to create in the plaintiff any rights against the United States, and refused to 
allow his claim. 

* See the dissenting opinion in Severin v. United States, 99 Ct. Cl. 435, 445 (1943), cert. 
den. 322 U.S. 733 (1944). 


*7 x Williston, Contracts § 139 (1936); Sharp, Promissory Liability, 7 Univ. Chi. L. Rev. 
250, 256 (1940); Sharp, Williston on Contracts, 4 Univ. Chi. L. Rev. 30, 32 (1936); Willis, 
What is Consideration in the Anglo-American Law of Contracts?, 72 U. of Pa. L. Rev. 245, 
376 (1924); Plucknett, A Concise History of the Common Law 602-607 (4th ed. 1948). 


#8 James Baird Co. v. Gimbel Bros., 64 F. 2d 344 (C.A. 2d, 1933); Quincy Arbitrage Corp. 
v. Cities Service Co., 156 N.Y. Misc. 83, 282 N.Y. Supp. 294 (1935); Comfort v. McCorkle, 
149 N.Y. Misc. 826, 268 N.Y. Supp. 192 (1933). 


* Goodman v. Dicker, 169 F. 2d 684 (App. D.C., 1948); Northwestern Engineering Co. v. 
Ellerman, 69 S.D. 397, 10 N.W. 2d 879 (1943); Lusk-Harbison-Jones, Inc. v. Universal Credit 
Co., 164 Miss. 693, 145 So. 623 (1933); Port Huron Mach. Co. v. Wohlers, 207 Iowa 826, 221 
N.W. 843 (1928); see Robert Gordon, Inc. v. Ingersoll-Rand Co., 117 F. 2d 654, 651 (C.A. 
7th, 1941). 

3° The action induced was twofold: first, the subcontractor entered into an agreement with 
the contractor, and, second, he prepared to meet his duties under the subcontract. Section 90 
applies even when the action fulfills a pre-existing duty. Luther v. National Bank of Com- 
merce, 2 Wash. 2d 470, 98 P. 2d 667 (1940), noted, 16 Wash. L. Rev. 49 (1941). 
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acter on the part of the subcontractor.** There can be no doubt that the govern- 
ment contracting officer reasonably anticipated that the subcontractor would 
take such action.” Furthermore, leaving the subcontractor helpless against 
damaging breaches of contract by the government under these circumstances 
results in obvious injustice. 

An apparent objection to the application of the promissory estoppel doctrine 
in this case lies in the fact that the subcontractor was not the party to whom 
the promises were formally addressed, which would appear to be required by 
the use of the term, “promisee,” in Section 90. However, there is no indication 
in any of the cases relying upon promissory estoppel that the use of this term so 
restricts the applicability of the doctrine.‘ On the contrary, the courts have 
often stated the doctrine in most general terms,*4 while not a single case has 


3* A stipulation in the prime contract denying the existence of contractual relations with 
any subcontractors (note 32, infra) does not make the subcontractor’s reliance on the govern- 
ment’s promises any less justified. Subcontractors had always previously received compensa- 
tion for damages despite the alleged absence of a contractual relationship with the govern- 
ment (note 8, supra). Analogous are cases in which employees were allowed to recover on bonus 
promises which the promisor expressly stipulated should impose no liability upon him. See 
cases and authority in Fuller, Consideration and Form, 41 Col. L. Rev. 799, 811 n. 16 (1941). 
In Hollerbach v. United States, 233 U.S. 165 (1914), and United States v. Atlantic Dredging 
Co., 253 U.S. 1 (1920), contractors who had been misled by the representations of a govern- 
ment officer were granted relief in spite of warnings in the contract not to rely on them. 


* The Court of Claims has long recognized that the government is aware of the fact that 
subcontractors will usually be employed on federal projects. Pneumatic Gun-Carriage Co. v. 
United States, 36 Ct. Cl. 71 (1901). In the Continental Ill. Bank case the following provisions 
of the prime contract leave no room for doubt that the government had complete knowledge 
as to the identity of the subcontractor and the exact action he would take in exposing himself 
to loss through the government’s breaches of contract: 

“Sec. 28, Subcontracts: 


“zt. The Contractor shall not award any work to any subcontractor without prior written 
approval of the Contracting Officer, and the terms of all subcontracts shall be subject to the 
prior approval of the Contracting Officer. 

“3. The Contractor shall cause appropriate provisions to be inserted in all subcontracts 
relative to the work to bind subcontractors to the contractor by the terms of the General 
Conditions and other Contract Documents insofar as applicable to the work of subcon- 
tractors. ... 

“4. Nothing contained in the Contract.Documents shall create any contractual relation 
between any subcontractor and the Government.” 

About this fourth clause, the majority opinion said, “A mere statement that a contractual 
relation did not exist would be ineffective if all the elements of such a relation were otherwise 
present.” Continental Ill. Nat. Bank Co. v. United States, 81 F. Supp. 596, s98 (Ct. CL, 
1949). 

33 In Hanna State & Savings Bank v. Matson, 53 Wyo. 1, 77 P. 2d 621 (1938), the court 
held the defendant liable under Section 90 where his conduct constituted an implied promise 
which was relied upon by a third party; in Dickerson v. Colgrove, roo U.S. 578 (1879), a 
mortgagee was estopped from asserting his claim because of reliance by a third party upon a 
communication by the mortgagee to his sister. 

4 Judicial Recognition of the Promissory Estoppel Section in the Contracts Restatement, 
36 Il. L. Rev. 187, 203 (1941). “[H]e who by his language or conduct leads another to do what 
he would not otherwise have done, shall not subject such person to loss or injury by disap- 
pointing the expectations upon which he acted.” Goodman v. Dicker, 169 F. 2d 684, at 685 
(App. D.C., 1948), quoting from Dickerson v. Colgrove, roo U.S. 578 (1879). | 
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been found insisting upon the formal construction of the word, “‘promisee.” The 
discussion before the American Law Institute concerning the original draft of 
Section go further indicates that what was primarily desired was that both the 
identity of the party relying on the promisor’s statement and the manner and 
extent of the reliance should be circumstances within the reasonable expecta- 
tion of the promisor.*s These conditions clearly were met by the facts of the in- 
stant case, and it is difficult to see, under the language and policy of Section go, 
why the government should not be accountable for its promises. 

Closely analogous is the case in which a change of position in reliance by a 
third party makes his right upon a promise for his benefit indefeasible.** The 
contractor, as promisee, owes duties to the subcontractor arising out of their 
contract which coincide with certain promises of the government in the prime 
contract. In reliance upon the government’s promises, the subcontractor 
changes his position and suffers a loss in consequence. The subcontractor then, 
as a creditor beneficiary*’ of the prime contract, has a direct enforceable right 
against the government to the promised performance, and is entitled to damages 
for breach of contract.* This conclusion has even stronger appeal in the Conti- 
nental Ill. Bank case, where the subcontractor, relying upon his usual derivative 
right against the government, waived his rights against the promisee by stipu- 
lation in the subcontract. Of course, if it were found that there was manifest in 
the prime contract an intent to confer a benefit** upon the subcontractor, there 
would be no question of his right under it as a donee beneficiary.‘ 


35 American Law Institute, Proceedings, Vol. IV Appendix, at 85 et seq. 

% Only after a stranger to a contract has changed his position in reliance upon it, the 
parties to the contract being aware he was so doing, can he have it enforced, but not, however, 
in virtue of any right he acquired by force of it, but on the new and independent equity spring- 
ing from their conduct and his action induced by it. Crowell v. Currier, 127 N.J. Eq. (12 C. 
E. Green) 152, 156 (1876); Barringer v. Fidelity & Deposit Co. of Md., 161 S.C. 4, 159 S.E. 
373 (1931); Morstain v. Kircher, 190 Minn. 78, 250 N.W. 727 (1933); Rest., Contracts § 143 
(1932); 2 Williston, Contracts § 397 (1936). 


31 “That person is a creditor beneficiary if no purpose to make a gift appears from the 
terms of the promise . . re ee ene ae 
or asserted duty of the promisee to the beneficiary, . .” Rest., Contracts § 133(1)(b) (1932). 


3* Plaintiff, who had delivered materials to the ees on order of a subcontractor, 
held qualified to sue as a third party beneficiary under the contract between the contracting 
officer and the United States. The contract made the government liable for such unliquidated 
claims as the contractor may have in good faith incurred in connection with the work. Maneely, 
Adm’r v. United States, 68 Ct. Cl. 623 (1929). See Nemmers, The Problem of Government 
Liability to Sub-contractors Under Terminated CPFF Prime Contracts—The Third Party 
Beneficiary Theory, 31 Va. L. Rev. 161 (1944). 


3% An “intent to benefit” means merely that there is an expectation that another will 
receive some future advantage from the particular performance. However, courts have been 
neither clear nor consistent in their use of these terms. Nair, Intent and Benefit in Third 
Party Beneficiary Cases, 1 Conn. Bar J. 94 (1927). 

# Rest., Contracts § 133(1)(a) (1932); 2 Williston, Contracts § 356, 357 (1936); United 
States v. Morley Construction Co., 98 F. 2d 781, 788-89 (C.A. 2d, 1938) (laborers hired by 
subcontractor held to be “donee beneficiaries” of stipulation in prime contract between United 
States and contractor that wages should not be less than prevailing rate). 
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The United States is liable, under the Tucker Act, only for claims founded on 
contract.” Under third-party-beneficiary doctrine, the necessary consideration 
for the government’s promise is provided by the contractor. However, if prom- 
issory estoppel is applied, the validity of the contractual relationship between 
the contractor and the United States may be disregarded.* A contract is merely 
a promise, the performance of which the law recognizes as a duty, and for breach 
of which a remedy is given. The promises in the prime contract are not im- 
plied;#* they are express promises, made enforceable under Section 90 by the 
subcontractor’s reasonably anticipated reliance, and are thus within the statu- 
tory requirement for governmental liability. 

Since, as has been pointed out, the contractor’s claim against the United 
States is effectively barred, the enforceable right against the government lies 
solely with the subcontractor. It is therefore the latter who should properly 
bring the action in the Court of Claims.“ Although the courts often indulge in 
dictum to the effect that a subcontractor may not bring suit against the govern- 
ment,’ the authority usually cited for this proposition is clearly distinguishable 
in the case of actions relying on promissory estoppel.** 

The doctrine of consideration has often been the object of attack by legal 
authorities.** Section 90, whether another weapon of attack or a “safety valve” 


# Note 12, supra. 


# While the validity of the prime contract is not questioned in the Continental Ill. Bank 
case, it has occasionally happened that a subcontractor has suffered losses due to cancellation 
of the subcontract as a consequence of the government’s cancellation of the prime con- 
tract. Promissory estoppel not having been considered in these cases, with the prime con- 
tract no longer in existence, the subcontractors were held to be without a remedy against the 
government. Kal Machine Works, Inc. v. United States, 68 F. Supp. 436 (Ct. Cl., 1946); 
Precision Metal & Machine Co. v. United States, 68 F. Supp. 437 (Ct. Cl. 1946). 


43 Greiner v. Greiner, 131 Kan. 760, 764, 293 Pac. 759, 762 (1930); Port Huron Mach. Co. 
v. Wohlers, 207 Iowa 826, 829, 221 N.W. 843, 844 (1928); American Law Institute, Proceed- 
ings, Vol. IV Appendix, at 94 (Williston). 


“4 Note 23, supra. 
45 Note 22, supra. 
# Federal Rules of Civil Procedure, Rule 17(b) (1938); Clark, Code Pleading § 22 (1947). 


47 United States v. Blair, 321 U.S. 730 (1944); Continental Ill. Nat. Bank Co. v. United 
States, 81 F. Supp. 596 (Ct. Cl., 1949). 


# Merritt v. United States, 267 U.S. 338 (1925), usually cited as Supreme Court authority 
for the proposition that a subcontractor cannot sue the United States, actually decided only 
that when a contractor fraudulently induces a subcontractor to release his subcontract for an 
amount less than that to which he is entitled, the subcontractor has no recourse against the 
government. The loss to the subcontractor in this case occurred because of reliance on state- 
ments made by the contractor, and no promises of the government were involved. Though the 
Supreme Court, in United States v. Blair, 321 U.S. 730 (1944), apparently accepted on faith for 
purposes of dictum the lower court’s citation of the Merritt case, it never has actually passed 
upon the issue itself. 


4 Sharp, Pacta Sunt Servanda, 41 Col. L. Rev. 783 (1941); Willis, What is Consideration 
in the Anglo-American Law of Contracts?, 72 U. of Pa. L. Rev. 376, 391 et seq. (1924); 
Shattuck, Gratuitous Promises—A New Writ?, 35 Mich. L. Rev. 908 (1937); Pound, Law 
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which will prevent the rest of the doctrine from falling into impossible inconsist- 
ency,** tends to emphasize reliance as a determining factor in the enforcement 
of promises, rather than “bargained-for” and “agreed upon” detriment or 
benefit." In this respect, the development is not unlike that of “‘deceit” no- 
tions in the field of torts. Both have arisen in response to modern notions of 
fairness, which in many instances are incompatible with the strict rule of con- 
sideration. The initial reaction to fact situations such as that presented by the 
Continental Ill. Bank case is generally one favoring recovery for the subcon- 
tractor, primarily because of the reasonable foreseeability of the reliance and re- 
sulting damage. The law probably serves its function better when it conforms 
to such prevailing notions of fairness. 

Nevertheless, the re-emergence of the reliance principle of enforcing promises 
has met with the inertia of the courts, and there is at least some doubt today as 
to whether even a court which recognizes the general applicability of Section 
go would care to hold that its protection may extend to third parties, as has 
been here suggested. However, as neither the policy underlying promissory 
estoppel nor the cases upholding it preclude such an application of the doctrine, 
there is considerable likelihood of its development in the direction indicated. Of 
course, in regard to the specific problem of providing protection for the subcon- 
tractor, the preferable alternative would be action by Congress further narrow- 
ing governmental immunity, at least in respect to subcontractors’ claims for 
damages. 


MATERIAL WITNESSES AND “INVOLUNTARY” CONFESSIONS 
Confessions secured through the commitment of persons as material wit- 
nesses for “John Doe” proceedings may test the extent to which the Supreme 


and Morals 40 (1924); Lorenzen, Causa and Consideration in the Law of Contracts, 28 Yale 
L. J. 621, 643-46 (1919); Ballantine, Is the Doctrine of Consideration Senseless and Illogical?, 
11 Mich. L. Rev. 423 (1913). 

5° American Law Institute, Proceedings, Vol. IV Appendix, at 112. 


s* For analogous development in England of enforcement of promises on the basis of detri- 
mental reliance, see Unger, The Twilight of Consideration, 14 Solicitor 76 (1947). 

Ss? There has been gradual relaxation of the requirement that subjective intent to deceive 
must be an element of a cause of action in deceit. Judicial Recognition of the Promissory 
Estoppel Section in the Contracts Restatement, 36 Ill. L. Rev. 187, 196 n. 43 (1941). It has 
been suggested that promissory estoppel is a principle influencing both torts and contracts 
and should not be categorized as belonging to either. Ibid., at 203; 80 U. of Pa. L. Rev. 
594 (1932), noting Saunders v. Galbraith, 40 Ohio App. 155, 178 N.E. 34 (1931). Indeed, the 
doctrine bears a striking resemblance to the action sounding in tort given at early common 
law for nonperformance of a promise which another had relied upon to his detriment. Willis, 
Consideration in the Anglo-American Law of Contracts, 8 Ind. L. J. 153, 159 (1932); Ames, 
The History of Assumpsit, 2 Harv. L. Rev. 1, 15 (1888). 

A modern view favoring extension of the application of tort principles to such cases of 
“nonfeasance” is excellently presented in Liability in Tort for the Negligent Nonperformance 
of a Promise, 45 Harv. L. Rev. 164 (1931), and this view is applied in respect to a well known 
contracts case, in 82 U. of Pa. L. Rev. 648 (1934), noting Comfort v. McCorkle, 149 N.Y. 
Misc. 826, 268 N.Y. Supp. 192 (1933). , 
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Court will go in interfering with state criminal procedure in order to protect 
individual rights. The recent New York case of People v. Perez’ indicates the 
possibility that police will use this method of detaining suspects in an effort to 
secure confessions. 

The Supreme Court made its first pronouncement with respect to the use 
of confessions in cases arising in state courts in Brown v. Mississippi.? Beginning 
with the Brown case, decided in 1936, the Court has expounded the constitu- 
tional doctrine prohibiting the use of confessions obtained under circumstances 
which violate the requirements of due process of law, that is, “involuntary” 
confessions.* The Court’s decisions indicate that the validity of a confession 
must be tested by all the circumstances surrounding its taking;* the Court 
examines these conditions‘ in order to determine the existence of physical or 
psychological coercion, either of which is sufficient to vitiate a confession. In 


* 300 N.Y. 208, go N.E. 2d 40 (1949), supplemental opinion rendered 300 N.Y. 647, 90 
N.E. 2d 499 (1950), cert. den. 70 S. Ct. 561 (1950). 


2 297 U.S. 278 (1936). 


3 The doctrine arose under the due process clause of the Fourteenth Amendment. Cases 
cited note 6 infra. Although the Court has stated that the validity of a confession under the 
constitutional test is independent of the test for an involuntary confession [see Lisenba v. 
California, 314 U.S. 219, 236 (1941)], the latest opinions indicate that the terms “coerced” and 
“involuntary” are used as alternative words for “due process.” See Watts v. Indiana, 338 U.S. 
49 (1949). In using the term “ ‘involuntariness’ doctrine” in this comment it is intended that 
the due process test be understood. 

This comment does not consider the problem of submitting to the jury the question whether 
the circumstances surrounding the taking of the confession violate the due process clause. Al- 
though it might seem an analogous problem to that of admission, analysis indicates that the 
jury is not likely to disregard a confession unless it appears untrue in an absolute sense. If the 
validity of a confession is to be questioned on any other ground, the judge must apply the desired 
test during a preliminary hearing prior to admission of the confession into evidence. Compare 
3 Wigmore, Evidence § 861 (rev. ed. 1940); McCormick, Some Problems and Developments in 
the Admissibility of Confessions, 24 Tex. L. Rev. 239, 251 (1946). 


4 The Court has indicated that the issue is determined independently of the truth of the 
confession. Lisenba v. California, 314 U.S. 219 (1941). 


5 At least two methods have been used by the Court in ascertaining the facts upon which 
to base its decision of the constitutionalissue. The Court has generally accepted the determina- 
tion of the state court as to what occurred unless “it [was] so lacking in support in the evidence 
that to give it effect would work that fundamental unfairness which is at war with due proc- 
ess.” Lisenba v. California, 314 U.S. 219, 238 (1941). On the other hand, the Court has based 
at least one of its decisions on the “undisputed testimony.” Haley v. Ohio, 332 U.S. 596, 598 
(1948). In its latest decision the Court stated: “[Tjhere has been complete agreement that any 
conflict in testimony as to what actually led to a contested confession is not this Court’s con- 
cern. Such conflict comes here authoritatively resolved by the State’s adjudication. Therefore 
only those elements of the events and circumstances in which a confession was involved that 
are unquestioned in the State’s version of what happened are relevant to the constitutional 
issue here.” Watts v. Indiana, 338 U.S. 49, 51-52 (1949). 


6 The Supreme Court has decided the following cases involving the question whether a con- 
fession was given under circumstances which violated the due process clause (unless otherwise 
indicated, the conviction was reversed): Watts v. Indiana, 338 U.S. 49 (1949); Turner v. 
Pennsylvania, 338 U.S. 62 (1949); Harris v. South Carolina, 338 U.S. 68 (1949); Haley v. Ohio, 
332 U.S. 596 (1948); Malinski v. New York, 324 U.S. 401 (1945); Lyons v. Oklahoma, 322 
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handling these cases the Court has expressed its reluctance to interfere with 
the administration of state criminal law;’ it has acknowledged, however, that 
the due process clause places a duty upon it to review state convictions® and 
potentially gives it broad powers for this purpose.’ 

The Perez case invites analysis of a procedure not yet tested under the “in- 
voluntariness” doctrine. A murder and burglary were committed on Tuesday, 
March 30, 1948. The defendant was arrested shortly after noon, Friday, April 
2, after attempting to pawn some of the stolen articles. Subjected to almost con- 
tinuous questioning for the next twenty-four hours, the defendant revealed 
that he had, on March 30, pawned other articles sought by the police as among 
those stolen. Police recovered these items and acquired the remainder of the 
loot from the defendant’s uncle. During his interrogation, the defendant indi- 
cated that various people had given him the stolen property, but each “lead” 
proved worthless. At noon, Saturday, April 3, the defendant was taken before 
a judge, who committed him as a material witness for a “John Doe” proceeding, 
in default of $50,000 bail.’* He was then taken to the city prison and remained 


U.S. 596 (1944) (conviction affirmed); Ashcraft v. Tennessee, 322 U.S. 143 (1944), 327 U.S. 
274 (1946); Ward v. Texas, 316 U.S. 547 (1942); Lisenba v. California, 314 U.S. 219 (1941) 
(conviction affirmed); Lomax v. Texas, 313 U.S. 544 (1941); Vernon v. Alabama, 313 U.S. 547 
(1941); White v. Texas, 310 U.S. 530 (1940); Chambers v. Florida, 309 U.S. 227 (1940); Cantby 
v. Alabama, 309 U.S. 629 (1940); Brown v. Mississippi, 297 U.S. 278 (1936). 

Various factors have been considered in the cases as follows: 

Actual physical abuse: Lomax, White, and Brown cases. Threatened physical abuse: Ma- 
linski and Chambers cases. Extended questioning: Watts, Turner, Harris, Haley, Ashcraft, 
Ward, Lisenba, Lomax, Chambers and Cantby cases. Denial of counsel or failure to inform the 
suspect of his rights: Watts, Turner, Harris, Haley, Malinski, and Chambers cases. Incom- 
municado holding of the defendant: Watts, Turner, Harris, Haley, Malinski, Ashcraft, White, 
Chambers and Cantby cases. Deprivation of food and drink: Watts case. Denial of sleep: 
Watts and White cases. Illegal detention: Watts, Turner, Harris, Malinski, Ward, White and 
Chambers cases. Inhuman surroundings: Watts and Turner cases. The age, race, education 
and other characteristics of the confessor: Turner, Haley, Ashcraft, Lisenba, Ward, Cham- 
bers, Cantby, and Brown cases. 


? Watts v. Indiana, 338 U.S. 49, 50 n. 1 (1949); Malinski v. New York, 324 U.S. 401, 418 
(1945); McNabb v. United States, 318 U.S. 332, 340 (1943). 


* Watts v. Indiana, 338 U.S. 49, 50 (1949). 
9 Ibid., at son. 1. 


t© Neither the opinion nor the dissent of the Court of Appeals of New York indicates the type 

of proceeding for which the defendant was committed as a material witness. Since the statute 
[New York Crim. Code (McKinney, 1945) § 618(b)] requires that the person committed be 
“a necessary and material witness for the people in a criminal action or proceeding pending in 
any of the courts of this state,” and since pending grand jury investigations are generally re- 
quired as a minimum to comply with the statute [see People ex rel. Nuccio v. Warden of Eighth 
District Prison, 182 N.Y. Misc. 654, 45 N.Y.S. 2d 230 (1943)], it would seem a fair inference 
that some grand jury proceeding was pending at the time of the defendant’s commitment as @ 
material witness. That proceeding might have been entitled “People v. John Doe” since such 
proceedings are often used in New York. Ibid. Or, the proceeding might have been labelled 
“People v. Danny Miles” since the defendant had stated prior to his commitment that he 
had received the property he had pawned from a person named Danny Miles. Respondent’s 
brief on reargument at 5 (semble). Since the police questioned the defendant subsequent to 


~~ 1 a ae a a ee 2 ae ok oa okt ee | aS. eee. 2 ee Ae 
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there undisturbed until Monday, April 5. Beginning on Monday afternoon, the 
defendant was questioned for long periods each day." Daily interrogations con- 
tinued, with the exception of Wednesday, until the defendant confessed, Fri- 
day, April 9, to the murder and burglary. At his trial the court admitted into 
evidence the confession and testimony regarding the circumstances surrounding 
its taking. The defendant testified that he had been beaten and deprived of 
clothing, food, drink and cigarettes prior to his confession. Witnesses for the 
prosecution denied this testimony. The defendant also testified that during 
his commitment he had been refused permission to contact counsel by a police 
captain who told him he was being held incommunicado. Although the police 
captain testified, this allegation was not denied. It appeared that the defendant 
had made no other request for counsel although he later talked with the assist- 
ant district attorney who had advised him of his right to counsel at the time he 
was committed. The jury found the defendant guilty, and he was sentenced to 
death. The Court of Appeals of New York affirmed the conviction, two judges 
dissenting."* The Supreme Court denied certiorari. 

It is doubtful whether the confession in the Perez case satisfies the stand- 
ards established by the Supreme Court’s decisions.’ With respect to his inter- 
rogation alone, the defendant was, according to the prosecution, “subject to 


his commitment and continued to do so after the defendant had accused other persons of the 
crime, the police, in effect, were holding him as a witness against an “unknown” criminal. 
Further insight into the methods of the police is gained through the fact that the defendant’s 
wife and cousin were also held as material witnesses. Respondent’s brief for reargument at 7 


™ Text at note rs infra. 


™ People v. Perez, 300 N.Y. 208, 90 N.E. 2d 40 (1949). The questions on appeal involved the 
admission of the confession into evidence and the failure of the trial court to give certain 
charges to the jury as requested by the defendant. The court of appeals held that physical abuse 
was not established so as to preclude admission, distinguishing the latest decisions of the Su- 
preme Court on the ground that the defendants were illegally detained in those cases. The trial 
court had charged that the jury might consider the confession only if found voluntary; it had 
refused to charge that the jury might not convict the defendant if the confession were found 
involuntary. The court of appeals held that the refusal to charge was proper because evidence 
other than the confession would have justified conviction. But see Watts v. Indiana, 338 U.S. 
49, 50 n. 2 (1949). The trial court also refused “‘to charge that the jury might consider” de- 
fendant’s detention prior to commitment, any “unnecessary delay in arraignment, and all 
circumstances surrounding the taking of the confession, in determining whether [the confession] 
was voluntary.” People v. Perez, 90 N.E. 2d 40, 45 (1949). The court found the refusals proper 
because, even though the defendant’s detention prior to his commitment was not covered in the 
charge, the other issues were covered in the charge and the illegal detention was not “an ef- 
ficient cause of the confession.” Ibid., at 46. Concerning the commitment asa materia! witness, 
the court stated that the jury could not have found that it was a “sham” procedure for holding 
the defendant because there was ample reason for such commitment at the time. The dissent 
stressed the failure of the trial court to charge the jury that the defendant had a right to prompt 
arraignment and that illegal detention must be considered in determining the voluntariness of 
the confession. 

3} People v. Perez, 70 S. Ct. 561 (1950). 


“4 The denial of certiorari is inconclusive. See Frankfurter, J., in State v. Baltimore Radio 
Show, 70 S. Ct. 252, 254 (1950). 
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questioning for a total of thirty-two out of seventy-six hours””’s during his com- 
mitment. In the Ashcraft* case the defendant was questioned for thirty-six 
consecutive hours and the Court found the circumstances surrounding the tak- 
ing of his confession “inherently coercive.”*’ More recent decisions have empha- 
sized the coercive aspects of protracted questioning, even though it is not con- 
tinuous. The protracted questioning of the defendant in the principal case, 
coupled with the denial of counsel by at least one police officer’? and the original 
period of illegal detention,** raises serious questions regarding the constitu- 
tionality of the admission of the confession. 

The Perez case suggests a procedure which police might adopt to detain sus- 
pects.” A crime is committed. The police pick up one or a number of suspects. 


*8 Respondent’s brief at 20. 
*6 Ashcraft v. Tennessee, 322 U.S. 143 (1944). 
17 Ibid., at 154. 


*8 Watts v. Indiana, 338 U.S 49 (1949); Turner v. Pennsylvania, 338 U.S. 62 (1949); 
Harris v. South Carolina, 338 U.S. 68 (1949); Haley v. Ohio, 332 U.S. 596 (1948). The Court 
stressed two factors in its decision in the Ashcraft case—unremitting questioning, and the hold- 
ing of the defendant incommunicado. In the Watts case the Court stressed the extended and 
repeated periods of questioning while the defendant was illegally detained, held incommunicado 
and accorded few decent privileges with respect to quartering, food and drink. 


9 The Court of Appeals of New York indicates that a person committed as a material wit- 
ness is entitled to counsel. People v. Perez, 90 N.E. 2d 40, 45 (1949); see The Substance of 
the Right to Counsel, 17 Univ. Chi. L. Rev. 718 (1950). Denial of counsel has been consid- 
ered a factor in many Supreme Court decisions. Cases cited note 6 supra. 


* The Court of Appeals of New York adopted the position that even if the defendant’s deten- 
tion prior to his commitment as a material witness was unlawful (a point which the court did 
not decide), it was irrelevant to the issue because it was not “an efficient cause of the confes- 
sion.” Ibid., at 46. The court’s position might have been defended under the authority of Lyons 
v. Oklahoma, 322 U.S. 596 (1944), if all coercive practices had terminated at_the time of the 
defendant’s commitment as a material witness. However, the subsequent questioning of the 
defendant indicates that the pressures did not cease with commitment. Thus, the period of 
illegal detention ought to have been considered, under the “‘involuntariness” doctrine, as a part 
of the totality of circumstances determining the validity of the confession. Cases cited note 
6 supra. Moreover, even if the illegal detention were not a causative factor, it indicates a com- 
plete disregard of the defendant’s rights and is relevant to the issue on that point. Compare 
Haley v. Ohio, 332 U.S. 596 (1948). 


** This comment is not concerned with analyzing the detention of persons who are, in fact, 
material witnesses. It seems that no recent study has been made of the practice. Some guaran- 
tee that witnesses will give their testimony is certainly necessary. Lengthy detention, on the 
other hand, is most undesirable. Most states regulate the treatment of witnesses for criminal 
proceedings by statute. Generally, witnesses are required to post a bail bond where it appears 
likely that they will abscond. See The Administration of Bail, 41 Yale L.J. 293, 298 n. 41 
(1931); Medalie, A Symposium on the Subject of Material Witnesses, 8 The Panel, No. 1, at 1 
(Jan.-Feb., 1930); Judd, Material Witnesses, 8 The Panel, No. 3 at 7 (May-June, 1930); 
American Law Institute, Code Crim. Proc., Commentary to §§ 56-58 (1931). Failure to post 
the bail bond subjects the witness to commitment. Authorities cited supra. Suggestions respect- 
ing the seasonable examination of the witness in the presence of the accused, the 
of the accused’s trial and interstate exchange of witnesses have been made in order to obviate 
the harsh result of lengthy detention. Medalie, op. cit. supra. With respect to the detention of 
material witnesses for ‘‘John Doe” proceedings, valid reasons may also be given for the deten- 
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Questioning produces no results. In order to comply with the requirements of 
the material witness statute, an official appears before a grand jury and testifies 
to the details leading to the belief in the existence of a crime.” Thereafter, the 
suspect, having been illegally detained during this time,” is taken before a 
magistrate who sets bail*‘ and, in default, commits him as a material witness for 
a “John Doe” proceéding.** The witness’ commitment can continue as long as 
the proceeding remains pending.” 

This procedure may be selected as an alternative to three other types of ac- 
tion open to police. Release of the person under suspicion is obviously unlikely.*” 


tion of the witness. The desire to guarantee the presence of the witness when the defendant is 
apprehended speaks for this procedure where there is likelihood that the witness will abscond 
or be spirited away by the guilty person. The procedure ceases to be defensible when it is used 
as a means of detaining one suspected of the crime for purposes of obtaining evidence to be 
used against him. Whenever a confession is obtained from such a ‘‘witness” it may be difficult 
to distinguish the spurious from the genuine material witness. Text at note 40 infra. 


*2 It is immaterial when the official appears before the grand jury so long as there isa grand 
jury proceeding against ‘“‘John Doe” pending at the time of the witness’ commitment. Com- 
pare People ex rel. Nuccio v. Warden of Eighth District Prison, 182 N.Y. Misc. 654, 45 N.Y.S. 
ad 230 (1943). 


“In practice, police might apprehend a suspect after a grand jury proceeding is pending 
against ‘John Doe.” In that event illegal detention becomes unnecessary. 


*4 Of course, the requirement of a bail bond does not prevent incarceration as a practical 
matter. Bail may be set at a prohibitive figure. $50,000 proved effective in the Perez case; 
$250,000 has been held not excessive in detention of material witnesses for a murder investiga- 
tion. People ex rel. Rao v. Adams, 296 N.Y. 231, 72 N.E. ad 170 (1947). 


%s This comment is not concerned with ascertaining how many states might allow commit- 
ment of material witnesses for ‘‘John Doe” proceedings. However, it is clear that most states 
will allow the commitment of material witnesses. Authorities cited note 21 supra. Generally, 
statutes provide that the witness is entitled to a hearing. Medalie, op. cit. supra note 21; Judd, 
op. cit. supra note 21; American Law Institute, op. cit. supra note 21. The witness is usually 
committed only in default of bail. Authorities cited supra. 


* It is doubtful whether a witness can appeal his order of commitment in New York. People 
v. Doe, 261 App. Div. 504, 26 N.Y.S. ad 458 (1941) (appeal denied); In re Prestigiacomo, 234 
App. Div. 300, 255 N.Y.S. 289 (1932) (appeal allowed); In the matter of DiPiazzi, 234 App. 
Div. 302, 255 N.Y.Supp. 291 (1932) (appeal allowed). A petition fora writ of habeas corpuswill 
be denied unless the witness can prove that a proceeding is no longer pending or that there wasa 
deviation from proper commitment procedures. See People ex rel. Nuccio v. Warden of Eighth 
District Prison, 182 N.Y. Misc. 654, 45 N.Y.S. 2d 230 (1943). Dicta in the Perez case indicate 
that the witness might secure release if he could prove that police had sufficient information 
upon which to arraign him at the time of his commitment. People v. Perez, 90 N.E. ad 40, 46 
(1949); cf. Matter of Bernoff v. Amoroso, 188 N.Y. Misc. 845, 65 N.Y.S. 2d 810 (1946). In- 
vestigation as to the length of time normally consumed in effectuating the release of material 
witnesses for ‘‘John Doe” proceedings would prove quite helpful. In any event, material wit- 
nesses committed for such purposes have been denied release in New York at least fifty-five 
days after their commitment. People ex rel. Nuccio v. Warden of Eighth District Prison, 182 
N.Y. Misc. 654, 45 N.Y.S. 2d 230 (1943). 


*7In practice, police have often carried on “sweeping” investigations. People who might 
have some connection with, or knowledge of, many crimes are arrested and subjected to ques- 
tioning and other practices in attempts to get information. Nat’l Comm’n on Law Observance 
and Enforcement, Report on Lawlessness in Law Enforcement 162 (1931). 
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Continuation of the illegal detention is also undesirable from the police view- 
point because it is one of the circumstances determinative of the voluntariness 
of a confession.”* Finally, the police might take the suspect before a magistrate 
for a preliminary hearing with a view to having him committed as a defendant+ 
In the Perez case the defendant, upon his apprehension, might have been taken 
before a magistrate with respect to commitment for murder and burglary or 
. for the possession of stolen goods.” 

From the viewpoint of police and prosecuting officials, it is desirable to delay 
commitment as a defendant until enough evidence has been acquired to insure 
a fair chance of conviction. If they do not have sufficient evidence at the time 
of commitment, they assume the risk of either obtaining such evidence subse- 
quently or of being embarrassed by dismissal or acquittal. In practice there may 
be many suspects for any one crime, and delaying commitment enables police 
to seek sufficient evidence both through the suspects and through independent 
investigation. Subsequent to commitment, the police may experience difficulties 
in interrogating a defendant. Consequently, police have adopted various 
methods of avoiding commitment. 

Hitherto, illegal detention has served as one method of avoiding commit- 
ment.’* During this period various means, ranging from questioning to physical 
abuse, have been employed to get the suspect to “talk.” Police and prosecuting 
officials might employ such means with the incarcerated defendant. However, 
committing the suspect as a defendant sharply curtails the opportunity to carry 
on these activities. The defendant can then obtain counsel to protect his in- 
terests; moreover, the police may experience difficulty in attempting to remove 
him from jail or to question him without his consent. Since police will gen- 
erally be seeking evidence through the suspect who is illegally detained, and 
protection of counsel will generally be absent during this period, the likelihood 
of “coercive” practices being employed is manifest. Nevertheless, in reviewing 
state cases, the Supreme Court has been unwilling to apply the McNabb* rule 
which denies admission to any confession obtained by federal officers during a 
period of illegal detention. The Court has preferred to rest its decisions on the 

28 Cases cited note 6 supra. 

* If the defendant in the Perez case were committed as a defendant for the possession of 
stolen goods and subjected to questioning regarding the murder and burglary, one would expect 
the Supreme Court to treat such questioning and any other practice employed as factors in 
determining the voluntariness of any confession obtained. One might also expect the Court to 
criticize police for using such a means of detaining a suspect in order to acquire a confession. 
However, in the only state case in which the defendant was committed on a lesser charge and 


questioned with respect to a murder, the Court mentioned the fact only in passing. Lisenba v. 
California, 314 U.S. 219 (1941). 


3* Nat'l Comm’n on Law Observance and Enforcement, op. cit. supra note 27; cases cited 
note 6 supra. 


3* McNabb v. United States, 318 U.S. 332 (1943). 


3 Justice Douglas accepted this view in concurring opinions in the latest state cases before 
the Court; the majority, however, based its opinion on, the totality of circumstances sur- 
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totality of circumstances surrounding the taking of the confession, considering 
illegal detention as a factor, but not as determinative. 

The position taken by the Court leads to serious problems because of the 
probability that “coercive” methods will be employed during illegal detention 
and the difficulty of establishing their use in any particular case. The suspect 
will often be alone with police and prosecuting officials during this time. If there 
is a dispute as to what actually occurred, its resolution by the state court pre- 
cludes the Supreme Court from reviewing the evidence unless giving effect to 
the state court’s determination “would work that fundamental unfairness 
which is at war with due process.”’34 But, even if the Court could decide the 
“involuntariness” issue on the basis of what actually occurred, the task of 
evaluating the “coerciveness” of those circumstances would still remain. In- 
stead of resolving this issue by some arbitrary standard of “coercion,” the ex- 
posure of individuals to practices so fraught with “coercion” and so much in 
conflict with our “accusatorial system’’s of criminal procedure ought to be 
condemned. Thus, the view expressed by Justice Douglas seems preferable: 
“We should . . . stand ready to outlaw . . . any confession obtained during the 
period of the unlawful detention.” 

The arguments concerning illegal detention are applicable to any type of 
procedure designed to avoid commitment of a suspect as a defendant. Commit- 
ment of suspects as material witnesses for “John Doe” proceedings is one pro- 
cedure which police and prosecuting officials might adopt, at least in New 
York,’ in an attempt to detain suspects legally and to obviate the stigma at- 
tached to illegal detention. The Court of Appeals of New York indicated in the 
Perez case that it would not allow its statute requiring prompt arraignment 
to be circumvented where “prosecuting authorities had enough information to 


rounding the taking of the confession. Watts v. Indiana, 338 U.S. 49 (1949); Turner v. Penn- 
sylvania, 338 U.S. 62 (1949); Harris v. South Carolina, 338 U.S. 68 (1949). The McNabb 
, based on statutory and not constitutional interpretation, has been the object of adverse 

criticiem from various sources. Inbau, The Confession Dilemma i in the United States Supreme 
Court, 43 Ill. L. Rev. 442, 452-53, 459-63 (1948); Waite, Police Regulation by Rules of Evi- 
dence, 42 Mich. L. Rev. 079, 688-92 (1944); but see McCormick, op. cit. supra note 3, at 275. 
When the question of the incorporation of this rule into the Federal Rules of Criminal Pro- 
cedure came before the American Bar Association, it was rejected. See Holtzoff, Institute on 
Federal Criminal Rules, 29 A.B.A.J. 603 (1943). Congress has considered an amendment to the 
Rules of Criminal Procedure which would eliminate the rule, but it has never been enacted. 
See 89 Cong. Rec. 9711 (1943); 93 Cong. Rec. 1376-92 (1947). 

33 Cases cited note 6 supra. There is a vast amount of literature on the subject of confessions 
and also on the Supreme Court’s treatment of them. See, generally, McCormick, op. cit. supra 
note 3, and authorities cited therein. 


4 Lisenba v. California, 314 U.S. 219, 238 (1941); see note 5 supra. 
38 Watts v. Indiana, 338 U.S. 49, 55 (1949). 3% Thid., at 57. 


37 Commitment of material witnesses for “John Doe” proceedings is evidently a well estab- 
lished practice in New York. See People ex rel. Nuccio v. Warden of Eighth District Prison, 
182 N.Y. Misc. 654, 45 N.Y.S. 2d 230 (1943). 


38 New York Crim. Code (McKinney, 1945) § 618(b). 
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arraign [the defendant]... but procured his commitment as a material wit- 
ness so as to continue an interrogation which would have been hampered by 
arraignment.” 

The “involuntariness” doctrine would seem to require a similar view. The 
considerations which lead one to believe that the police might adopt whatever 
methods are necessary to make the illegally detained suspect confess or divulge 
information, lead to the same conclusion with respect to the spurious material 
witness. The intervention of a magistrate might not assist the spurious material 
witness because of the existence of the same possibilities of secret interrogation, 
without the assistance of counsel, as when detention is illegal. The same prob- 
lems with respect to conflicting evidence, the probability that pressures will be 
applied, and the task of evaluating alleged “coercion,” occur in both pro- 
cedures.** Thus, as with illegal detention, the desirable rule would be one which 
excludes all confessions acquired from suspects committed as material witnesses 
for “John Doe” proceedings even though “coercion” might not be established 
in a particular case. 

The difficult question with respect to material witnesses for “John Doe” pro- 
ceedings arises when attempts are made to distinguish the spurious from the 
genuine witness. Distinctions have been drawn in the comparable dilemma of 
separating the “party” from the witness in grand jury proceedings involving 
the privilege against self-incrimination.“ However, the task of convincing the 
Court of Appeals of New York that authorities have perverted the material wit- 
ness commitment procedure in a particular case may be insurmountable since 


the court does not forbid extended questioning of a material witness.“ Police 
and prosecuting officials might always, under the view of the New York court, 
maintain that their questioning was directed at a recalcitrant witness who 
“knew, or might help to ascertain, the [unknown criminal].” 


39 People v. Perez, 90 N.E. 2d 40, 46 (1949). 


# Considering the aspect of “coercion” simply in terms of the type of detention of the per- 
son, it might be argued that commitment as a material witness for a “John Doe” proceeding 
will be more likely to produce a confession than holding a person as a defendant. Both the de- 
fendant and the material witness may be detained in jail for an indeterminate period of time. 
The defendant has simply to await his grand jury hearing and trial; any time spent in jail 
during this period will be credited toward his sentence upon conviction. The material witness, 
on the other hand, has to await the holding of the grand jury hearing; if he later becomes the 
defendant and is convicted of the crime, the period of his commitment probably will not be 
credited toward his sentence. Matter of Bernoff v. Amoroso, 188 N.Y. Misc. 845, 65 N.Y.S. ad 
810 (1946). Because of this lack of credit, material witnesses might be led to confess where they 
believe the action is, in fact, to be directed against them at some indeterminate future time. 
This pressure to confess seems manifest where a minor offense is involved; however, it becomes 
extremely difficult to measure such pressure in more serious crimes. 


#* Cases cited in 8 Wigmore, Evidence § 2252, at 325 n. 12 (rev. ed. 1940). 


# This seems odd considering that the primary purpose of a “material witness-commitment 
. . [is] to guarantee the presence of a witness at the trial... .” Desmond, J., dissenting in 
People v. Perez, 90 N.E. 2d 40, 47 (1949). 


# Thid., at 45. 
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The very fact that a confession is obtained from a material witness for 
“John Doe” indicates a possibility that the confessor was, in fact, suspected of 
the crime at the time of his commitment. Since there is no easy method of dis- 
tinguishing between the spurious and the genuine material witness, this possi- 
bility alone ought to lead to the condemnation of all confessions obtained from 
such “wii 

In any discussion of the “involuntariness” doctrine these questions arise: 
What circumstances are “coercive”? What are the consequences of “coercive” 
circumstances? The words “voluntary” and “involuntary” are of little assist- 
ance in answering either of these questions;4 the same is true of the phrase 
“without due process of law.’ 

In determining the consequences of “coercive” circumstances, it is necessary 
to ascertain the purpose of the doctrine. It might be designed only to eliminate 
confessions which are untrustworthy.” In this event, evidence corroborating 
the truthfulness of the confession, whether a “fruit’”’ of the confession or ac- 
quired independently, would invalidate the ground for denying admission to 
the confession. On the other hand, the purpose of the doctrine might be to pro- 
tect individuals from “coercive” practices, irrespective of the truth or falsity of 
a confession obtained in a particular case. If this is the purpose, not only would 
confessions resulting from such practices be excluded, but any evidence gained 
as a “fruit” of the confession would be denied admission. Conviction under 
such a rule would necessarily depend upon evidence secured independently of 
the proscribed practice. 

The Supreme Court has not passed on the cases which would determine the 
purpose selected—either where corroborating evidence substantiates the con- 
fession or where other evidence is acquired as a “fruit” of the confession. The 
Court has indicated, however, that corroborating evidence will not render a 
“coerced” confession admissible.‘’ It thus appears that the Court is interested 
in protecting individuals from “coercive” practices even though such practices 
might, in a given case, produce a trustworthy confession. However, in order to 
effectuate such a purpose, the Court must also be willing to deny admission to 
the “fruits” of the confession.** Otherwise police and prosecuting authorities 


“4 3 Wigmore, Evidence § 843 (rev. ed. 1940). 
4s Frankfurter, J., concurring in Haley v. Ohio, 332 U.S. 596, 605 (1948). 
#3 Wigmore, Evidence §§ 822, 826 (rev. ed. 1940). 


47 The Court has stated that no “coerced confession is [admissible] under the Due Process 
Clause even though statements in it may be independently established as true.” Watts v. 
Indiana, 338 U.S. 49, so n. 2 (1949). 


The views expressed by the Court in the case of Wolf v. Colorado, 338 U.S. 25 (1949), do 
not preclude the constitutional prohibition of the use of evidence gained as a “fruit” of an in- 
voluntary confession. The Court held in the Wolf case that due process protects individuals 
against unreasonable searches and seizures but that such protection does not include the 
prohibition of admission of evidence so obtained. Admission of involuntary confessions, on the 
other hand, is directly prohibited by the due process clause. If there were no corroborating evi- 
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will not be inhibited from carrying on “coercive” practices. They will be able 
to make use of the “fruits” even though the confession itself is excluded. 

Even if the Court should clearly indicate the purpose to be served by the “‘in- 
voluntariness” doctrine and the ramifications of such a purpose in terms of the 
consequences of “coercive” practices, the problem of determining what are 
“coercive” practices would still remain. Because the Court has based its de- 
cisions on the totality of circumstances surrounding the taking of the particular 
confession,” the states are left to determine the meaning of each decision. 
Critics of the Ashcraft decision have been fearful lest police be forbidden 
to question suspects." Although the Court has never denied the admissibility 
of a confession merely because of police questioning,” it has reversed convic- 
tions where “coercive” interrogation appeared as a factor.5 But, as Justice 
Jackson observed in his dissent in the Ashcraft case, questioning a person in 
police custody is “coercive” per se.54 Under the present system, the police must 
draw the line between “coercive” and “noncoercive” practices and trust that 
their distinction agrees with that of the Court.% 


dence for the confession, a distinction between the admission of such a confession and of evi- 
dence obtained through an unreasonable search and seizure might be drawn on the ground that 
the former involves questions affecting the credibility of the evidence while the latter does not. 
McCormick, op. cit. supra note 3, at 273. However, where the confession is corroborated to the 
extent that its probable truth is established, and the “involuntariness” doctrine excludes it, no 
such distinction can be argued. See Watts v. Indiana, 338 U.S. 49, 50 n. 2 (1949). Thus, the 
Court in refusing to hold such a confession admissible indicates that credibility—trustworthi- 
ness—is not the objective of the “involuntariness” doctrine; it would seem, in fact, that the 
Court is concerned with eliminating brutal and inhuman practices, irrespective of the truth of 
the evidence which might be acquired through them. Thus, under such reasoning, all evidence 
acquired through such practices would suffer the same condemnation as the confession. 

If the Court is willing to exclude a confession which is substantiated by external evi- 
dence while admitting any evidence obtained as a “fruit” of the confession, the illogical result 
achieved might well be criticized. If the Court is really interested only in preventing untrust- 
worthy confessions, it would seem preferable to allow the introduction of the confession where it 
is corroborated by external evidence and to allow the admission of the “fruits” of an involun- 
tary confession. Compare 3 Wigmore, Evidence §§ 856-59 (rev. ed. 1940); People v. Valecek, 
_ 404 Ill. 461, 463, 89 N.E. 2d 368, 370 (1949). 

# Cases cited note 6 supra. 

s° Ashcraft v. Tennessee, 322 U.S. 143 (1944). 

5* Justice Jackson, dissenting in Ashcraft v. Tennessee, 322 U.S. 143, 156 (1944); Inbau, 
op. cit. supra note 32. 

s “The mere questioning of a suspect while in the custody of police officers is not prohibited 
either as a matter of common law or due process.” Lyons v. Oklahoma, 322 U.S. 596, 6o1 
(1944). 

53 Cases cited note 6 supra. 

54 Ashcraft v. Tennessee, 322 U.S. 143, 161 (1944). 

58 “Tf the constitutional admissibility of a confession is no longer to be measured by the 
mental state of the individual confessor but by a general doctrine dependent on the clock, it 
should be capable of statement in definite terms. If thirty-six hours is more than is permissible, 


what about 24? or 12? or 6? or 1? All are ‘inherently coercive.’ Of course questions of law like 
this often turn on matters of degree. But are not the States entitled to know, if this Court is 
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Under these circumstances the Court might well consider the advisability 
of adopting definite rules respecting the admission of confessions under the 
“involuntariness” doctrine.* In considering the formulation of such rules, the 
Court must, of course, be cognizant of both the interests of the community in 
apprehending the criminal and the interests of society in protecting all indi- 
viduals, guilty or innocent, from exposure to brutal or inhuman treatment. 
Since pressures are too easily applied to a suspect who is illegally detained’? 
or committed as a material witness for “John Doe” proceedings,* the Court 
might adopt rules designed to eliminate the benefits realized from such prac- 
tices. All confessions obtained through such procedures could be held inad- 
missible. 

Because illegal detention and all other means of avoiding commitment as a 
defendant would become undesirable under such rules, police and prosecuting 
officials might attempt to interrogate a defendant after commitment. Or, sus- 
pects might be committed on minor charges and questioned with respect to 
more serious crimes.5* In order to preclude the use of such procedures, the 
Court could exclude all confessions obtained through questioning an incar- 
cerated defendant. The Court could also indicate that the right to question 
prior to such incarceration, for purposes of determining the validity of any 
confession, would be governed by rules, perhaps modeled after the Judges’ 
Rules of England.” 

There is little doubt that such rules would interfere with the administration 
of criminal law in the states; they would also interfere with the apprehension 
and conviction of some criminals.“ However, if these rules were linked with a 
purpose of protecting individuals from abusive practices irrespective of the 


able to state, what the considerations are which make any particular degree decisive? How 
else may state courts apply our tests?” Jackson, J., dissenting in Ashcraft v. Tennessee, 322 
U.S. 143, 162 (1944). 


% The Court has stated that the objective of due process is to insure that procedures ““be 
consistent with the fundamental principles of liberty and justice which lie at the base of all our 
civil and political institutions’” Brown v. Mississippi, 297 U.S. 278, 286 (1936), quoting 
From Hebert v. Louisiana, 272 U.S. 312, 316 (1926). Within this framework the Court has 
indicated that the procedures employed in criminal administration must be “accusatorial as 

. - inquisitorial.” Watts v. Indiana, 338 U.S. 49, 54 (1949). 


57 Text at notes 30-36 supra. 
5 Text at notes 36-40 supra. 
59 Note 29 supra. 


6 See St. Johnston, The Legal Limitation of the Interrogation of Suspects and Prisoners in 
England and Wales, 39 J. Crim. L. 89, 94 (1948). The preliminary hearing might then be made 
an important part of state criminal procedure. Compare the suggestions of the New York Com- 
mission on the Administration of Justice, Second Supplemental Report 14 (1936), reprinted in 
3 Wigmore, Evidence $8, at 325 (rev. ed. 1940); Kauper, Judicial Examination of the 
Accused—A Remedy for the Third Degree, 30 Mich. L. Rev. 1224 (1932); McCormick, op. cit. 
supra note 3, at 277. 


* Inbau, op. cit. supra note 32. 
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truth or falsity of any confession obtained, they would serve as a possible means 
of curbing those practices. This would assist in affording each individual sus- 
pected of a crime the rights which ought not be infringed but which have been 
subjected to multifarious encroachments in the past. Moreover, the rules would 
provide some objective certainty with respect to the admission of confessions 
and their “fruits,” and to that extent, at least, would eliminate the necessity 
for omniscient insight in determining the presence or absence of “coercion” in 


particular cases. 


THE SUBSTANCE OF THE RIGHT TO COUNSEL 


In federal prosecutions the courts are obligated by the Sixth Amendment to 
furnish counsel for all indigent defendants.’ No such inflexible guarantee is 
afforded the defendant in a state prosecution. Since the Supreme Court’s deci- 
sion in Betis v. Brady,? an absolute right to counsel prevails only in capital 
cases. Trial without counsel for a noncapital offense will not offend due process 
unless, viewing the “totality of facts,” the proceedings are found lacking in 
fundamental fairness.‘ Relevant to the question of fairness are the age, intel- 


* U.S. Const. Amend. 6. “In all criminal prosecutions the accused shall enjoy the right . . . 
to have the assistance of counsel for his defense.” In Johnson v. Zerbst, 304 U.S. 458, 
463 (1938), it was held that “(t]he Sixth Amendment withholds from federal courts, in all 

criminal proceedings, the power and authority to deprive an accused of his life or liberty unless 
he has or waives the assistance of counsel.” See Foster v. Illinois, 332 U.S. 134, 136-37 (1947). 
This provision, however, applies only to the federal courts. Betts v. Brady, 316 U.S. 455, 461— 
62 (1942). 


* 316 U.S. 455 (1942). 


3See Uveges v. Pennsylvania, 335 U.S. 437, 441 (1948), where Justice Reed stated the 
majority opinion as being that “when a crime subject to capital punishment is not involved, 
each case depends on its own facts.” Justice Douglas, dissenting in Bute v. Illinois, 333 U.S. 
640, 680 (1948), refers to the rule that counsel must be appointed in capital cases as well 
settled, citing Powell v. Alabama, 287 U.S. 45 (1932); Williams v. Kaiser, 323 U.S. 471 (1945); 
and DeMeerleer v. Michigan, 329 U.S. 663 (1947). In Powell v. Alabama, supra, at 71, despite 
the broad dictum, the holding was strictly limited to “a capital case, where the defendant 
is unable to employ counsel, and is incapable adequately of making his own defense because of 
ignorance, feeblemindedness, illiteracy, or the like. . . .” The holding in Williams v. Kaiser, 
supra, at 473, was limited to “cases of this type,” and the case was of the type which was 
not only capital, but which involved complex distinctions between different degrees of robbery. 
In the DeMeerleer case the conclusion that due process had been denied was based not only 
on the fact that the charge was capital, but also that the defendant was very young and in- 
experienced, the charge complicated and the proceedings hurried. The significance of factors 
other than the capital or noncapital nature of the offense is discussed in note 5 infra, in con- 
nection, primarily, with noncapital cases. 

In Betts v. Brady, 316 U.S. 455 (1942), it was pointed out that the previous statements of 
the Court, indicating that the right to counsel in all cases came within the safeguards of the 
Fourteenth Amendment, were dicta. Similarly, there have been no direct holdings that the 
requirement is absolute in capital cases. 

4 Betts v. Brady, 316 U.S. 455, 473 (1942). This decision was considered by many, on as 
well as off the Court, to be an unjustifiable retreat from the position previously taken by the 
Court in Powell v. Alabama, 287 U.S. 45 (1932), and Grosjean v. American Press, 297 U.S. 
233 (1936), in which cases the right to counsel was said to be fundamental. Justice Black, 
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ligence, education and experience of the accused, the gravity of the charge, the 
complexity of the issues raised and the conduct of the court or prosecuting of- 
ficials.’ The uncertainty of the rule is acknowledged.‘ While efforts by a minority 
of justices to overrule Betis v. Brady have failed,’ the recent decision in Gibbs ». 


dissenting in Betts v. Brady, supra; Orfield, Criminal Procedure from Arrest to Appeal 418 
(1947); and 21 Chi.-Kent Rev. 107 (1942), 16 So. Calif. L. Rev. 55 (1942) and 17 Tulane L. Rev. 
306 (1942), noting Betts v. Brady. The significance of calling a right fundamental is that the 
specific guarantees which fall within the scope of the Fourteenth Amendment are so compre- , 
hended because the rights are fundamental, not because they are found in the first eight 
amendments. Twining v. New Jersey, ar US. 78, 94 (1908); Palko v. Connecticut, 302 U.S. 
319, 324-25 (1937). For a contrary view, see the dissenting opinion of Justice Black in Foster 
v. Illinois, 332 U.S. 134, 139 (1946). 


5 See generally Uveges v. Pennsylvania, 335 U.S. 437, 441 (1948); Wade v. Mayo, 334 U.S. 
672, 684 (1947); and Powell v. Alabama, 287 U.S. 45 (1932). In the following noncapital cases 
tried in state courts due process was found lacking on the bases indicated: Uveges v. Pennsyl- 
vania, supra, youth (seventeen years old), lack of experience in criminal procedure and serious 
charges (burglary, carrying maximum sentences totaling eighty years); Wade v. Mayo, supra, 
youth (eighteen years old) and inexperience; and Rice v. Olsen, 324 U.S. 786 (1945), an un- 
usually complex issue (conflicting state and federal jurisdictions). In DeMeerleer v. Michigan, 
329 U.S. 663 (1947), and Williams v. Kaiser, 323 U.S. 471 (1945), two capital cases, the Court 
discussed, and apparently considered relevant, other aspects of the cases. In the former, 
the youth and inexperience of the defendant, and in both, the complexity of the charges. The 
experience of the accused is particularly relevant to the issue of whether or not counsel was 
waived. Gryger v. Burke, 334 U.S. 728 (1948) (no denial of due process in a state trial under an 
habitual criminal statute); O’Keith v. Johnston, 129 F. 2d 889 (C.A. oth, 1942) (a conviction 
in a federal court unsuccessfully challenged on the basis of an alleged violation of the re- 
quirement of counsel in the Sixth Amendment). While the question of waiver is of constitu- 
tional importance primarily in federal prosecutions, note 1 supra, it is also significant in a 
state trial in which the accused would otherwise be entitled to counsel. 

Under the “rationalizing principle which gives to discrete instances a proper order and co- 
herence,” Palko v. Connecticut, 302 U.S. 319, 325 (1937), are found the following cases in which 
due process was complied with despite the circumstances indicated: Canzio v. New York, 
327 U.S. 82 (1946), in which the nineteen year old defendant jeopardized his cause by a plea 
of guilty while without counsel, though counsel was subsequently appointed; Bute v. Illinois, 

333 U.S. 640 (1948), where the fifty-seven year old defendant, wholly without counsel, was 
setenced to 0 tanniamens of tert yuan tn tha Gina ings ot talthe Nadineuas Wiaaitea ahd 
minors. The Bute case illustrates the fallacy of the capital-noncapital distinction discussed in 
note 3 supra. 

The importance of “the conduct of the court or prosecuting officials” is taken up in the text 
at note 14 infra in connection with the case of Gibbs v. Burke, 337 U.S. 773 (1949). 


*In Betts v. Brady, 316 U.S. 455, 462 (1942), the Court stated: “‘Asserted denial is to be 
tested by an appraisal of the totality of facts in a given case. That which may, in one setting, 
constitute a denial of fundamental fairness, shocking to the universal sense of justice, may, in 
the light of other circumstances, fall short of such a denial. In the application of such a con- 
cept, there is always the danger of falling into the habit of formulating the guarantee into a 
set of hard and fast rules, the application of.which in a given case may be to ignore the qualify- 
ing factors therein disclosed.” See also Uveges v. Pennsylvania, 335 U.S. 437, 442 (1948); 
Wade v. Mayo, 334 U.S. 672, 684 (1947); and Gibbs v. Burke, 337 U.S. 773, 780-81 (1949), 
where the Court most recently acknowledged the existence of the problem and its inability to 
do anything about it. “We cannot offer a panacea for the difficulty. . . . The due process clause 
is not susceptible to reduction to a mathematical formula.” 


7 See, e.g., Justice Douglas dissenting in Bute v. Illinois, 333 U.S. 640, 677 (1948). Justices 
Murphy, Black and Rutledge concurred in the dissent. 





720 THE UNIVERSITY OF CHICAGO LAW REVIEW 


Burke* may have the practical effect of eliminating the disparity between the 
assistance of counsel provided in the state courts and that already available in 
the federal courts. 

Gibbs, the petitioner, was a man in his thirties, apparently of ordinary intel- 
ligence, and no stranger to the criminal courts. Unable to afford counsel, he 
conducted his own defense against a charge of larceny. The record failed to 
show that counsel had either been requested by him or offered by the court. 
Upon the jury’s finding of guilt he was sentenced to a term of two and one-half 
to five years in the state penitentiary. His petition for habeas corpus was denied 
by the supreme court of Pennsylvania and the United States Supreme Court 
granted certiorari.’° Claiming that he had been deniéd due process, he pointed 
to a number of mistakes made during his trial. Inadmissible hearsay and other 
incompetent evidence had been admitted without objection by the petitioner. 
The judge had ruled, contrary to Pennsylvania law, that testimony of the prose- 
cuting witness elicited on recross was binding on the petitioner. The latter was 
not allowed to introduce evidence showing that the prosecuting witness had 
previously made a baseless criminal charge against him.” Further, in advising 
the petitioner of his right to refrain from taking the stand, the judge made refer- 
ence to possible past convictions.” Finally, it was alleged that in passing sen- 
tence the judge had displayed an attitude of hostility toward the petitioner. 
By giving weight to this claim, the case could have been decided under the 
ruling in Townsend v. Burke.'3 In that case due process was found lacking be- 
cause the judge, in passing sentence, had failed either through carelessness or 


design, to distinguish between the past convictions and acquittals disclosed by 
the defendant’s record."* In Gibbs v. Burke the alleged judicial hostility was 
expressly excluded from the factors which combined to show a lack of funda- 
mental fairness.’ On the basis of the mistakes per se, without inquiry into 


* 337 U.S. 773 (1949). 

* A transcript of the petitioner’s record showed “eight convictions and nine acquittals, dis- 
charges, and no true bills.” Ibid., at 775. 

1° 335 U.S. 867 (1948). 

™ The petitioner was attempting to prove that the articles had been taken and some of them 
sold pursuant to an agreement between him and the prosecuting witness. 

3 There was no mention in the record as to whether or not the jury was present at the time 
and the Court assumed that it was. 

3 334 U.S. 736 (1948). 

4 The judge, not improperly, was influenced by the defendant’s criminal record. However, 
his failure to distinguish between charges on which the defendant had been convicted and 
those on which he had been acquitted was considered inexcusable. While holding that under 
the circumstances due process had not been complied with, the Court stated that “even an 
erroneous judgment, based on a scrupulous and diligent search for the truth, may be due 
process of law.” Ibid., at 741. Compare Smith v. O’Grady, 312 U.S. 329 (1941), in which a 
finding that due process had been denied was based on an allegation that the court had not 
lived up to an agreement under which the defendant had entered a plea of guilty. 


eat 1 pang “ag tone’of the comments at the Gene of she tentege. The trial was 
” 337 U.S. 773, 781-82 (1949). 
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their cause, the Court concluded that Gibbs had been “handicapped by lack of 
counsel to such an extent that his constitutional right to a fair trial had been 
denied.” The decision leaves unanswered the question of how serious the mis- 
takes must be in order to show a denial of due process.’? Yet, despite this uncer- 
tainty, it is clear that criminal judgments rendered in state courts against 
uncounselled defendants have lost a considerable measure of stability. More- 
over, when judgments are overturned there must generally be a new trial, and 
new trials mean expense to the state. In order to determine whether or not the 
trial came up to the requisite standard of fairness, the defendant has a limited 
right to a hearing."* The ruling in Gibbs v. Burke may expand the scope and 


6 Tbid., at 781. 


*7 The Court did not consider the mistakes in terms of reversible error. Compare Fisher v. 
State, 11 So. 2d 806 (Miss., 1943), in which it was held on an appeal that the admitted dis- 
advantages suffered by the defendant did not show error since they did not constitute a denial 
of due process. 


*8 The hearing, if required, may be had in either a state or a federal court depending on the 
procedure followed. If the state has refused to grant a hearing and certiorari is taken to the 
United States Supreme Court, the latter makes no determination as to the truth of the alle- 
gations, but if it finds, prima facie, a denial of due process, the case is sent back to the state 
courts for a hearing. If the state has already conducted a hearing the decision of the Supreme 
Court will be on the basis of the facts as found. The defendant is not, however, by an adverse 
ruling, in the state courts, and in the Supreme Court on certiorari, precluded from pursuing 
habeas corpus in a federal district court. In Betts v. Brady, 316 U.S. 445 (1942), the Supreme 
Court heard the case on certiorari to a Maryland judge. The Maryland courts had twice 
granted habeas corpus and, on hearings, twice denied relief. The Supreme Court found no 
denial of due process. In Rice v. Olsen, 324 U.S. 786 (1945), the Supreme Court granted cer- 
tiorari to the supreme court of Nebraska which had affirmed the decision of a lower Nebraska 
court dismissing the petition for habeas corpus without a hearing. The Supreme Court con- 
cluded that the petitioner was entitled to a hearing to ascertain the truth of his allegations. 
Williams v. Kaiser, 323 U.S. 471 (1945), and Tompkins v. Missouri, 323 U.S. 485 (1945), were 
heard on certiorari to the supreme court of Missouri. Habeas corpus had been refused in the 
state courts and the United States Supreme Court found that due process had been denied on 
the basis of the facts alleged, subject to a hearing to determine their truth. In Foster v. Illinois, 
332 U.S. 134 (1947), heard on certiorari to the supreme court of Illinois which had denied a pe- 
tition for a writ of error, the Court held that state remedies had not been exhausted but sug- 
gested that if relief could not be had in Illinois, and appropriate relief would presumably in- 
clude a hearing, then the petitioner should bring “‘a new claim of denial of due process for want 
of such relief.” Ibid., at 139. The alternative avenue open to the defendant is a petition for 
habeas corpus in a lower federal court, after exhausting state remedies. While the Court in 
Darr v. Buford, 70 S. Ct. 587 (1950), declined to say whether or not a petition for certiorari to 
the Supreme Court was part of the state remedies, it held that the petition comes within the 
“exhaustion principle,” and is a condition precedent to the availability of habeas corpus in a 
lower federal court. If this method is chosen the district court conducts the hearing. In Wade v. 
Mayo, 334 U.S. 672 (1948), the petitioner had obtained relief on habeas corpus in a federal dis- 
trict court and the warden appealed to the circuit court which reversed. The Supreme Court, 
on certiorari, reinstated the judgment of the district court, stating, at 683-84, that “(this is a 
judgment which is peculiarly within the province of the trier of facts . . . [aJnd we do not find 
that the . . . determination was clearly erroneous.” In Collingsworth v. Mayo, 173 F. ad 695 
(C.A. sth, 1949), it was held that the district court in which the petitioner had sought relief on 
habeas corpus could not accept the facts as found by the Florida supreme court, but must 
make its own independent determination. 
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number of these hearings.’® While the hearing may be conducted in a federal 
rather than a state court, the state will in any event be inconvenienced by the 
defendant’s actions in exhausting his state remedies.”* A consideration of these 
factors, the time and expense of post-trial proceedings and the instability of 


judgments, should lead to an abandonment of the practice of conducting trials 


without defense counsel. The effectiveness of the pressure upon the states will, 
however, depend on the as yet undetermined attitude of the lower and inter- 
mediate federal courts. The importance of the district court’s role as fact 
finder is reinforced by the severe limitation upon the number of cases that the 
Supreme Court can consider.” 

Even if assistance of counsel is made as readily available in state as in federal 
courts, a further problem remains: To what quality of defense is the indigent 
accused entitled? The prevalent system is to appoint, ad hoc, any available 
member of the bar, with little regard for his experience, special training or con- 
cern for the interests of the defendant.” A number of jurisdictions have either 
replaced or supplemented this much criticized system by establishing the office 
of public defender.** The latter has many advantages but at the same time is 


29 Prior to the Gibbs case there was no direct precedent for finding a denial of due process 
on the basis of errors made during the trial. Townsend v. Burke, 334 U.S. 736 (1948), and 
Smith v. O’Grady, 312 U.S. 329 (1941), were cases in which pleas of guilty had been entered. 
It would seem that the prisoner, with an increased chance of success because he need no 
longer prove more than the fact that mistakes were made, would be more apt to seek a hearing 
(though how serious the mistakes must be is uncertain, note 17 supra). 


* Ex parte Hawk, 321 U.S. 114, 117 (1944); Darr v. Buford, 70 S. Ct. 587 (1950); cases 
cited note 18 supra. 


*t See Wade v. Mayo, 334 U.S. 672 (1948), discussed in note 18 supra. 


See Marino v. Ragen, 332 U.S. 561, 563-64 (1947) (concurring opinion of Justice Rut- 
ledge). 

3 The practice of appointing counsel has its theoretical foundation either in the premise 
that all attorneys are competent to defend in criminal cases and that lawyers who are busy 
with a paying practice will drop it in order to devote their full energies to a nonpaying client, 
or else that the indigent defendant does not deserve an effective defense. Neither basis is de- 
fensible either in theory or in practice. The inadequacies of the system have been discussed in 
a number of recent articles. Bennett, To Secure the Right to Counsel, 32 J. Am. Jud. Soc. 177 
(1948); Pollock, The Voluntary Defender as Counsel for the Defense, 32 J. Am. Jud. Soc. 174 
(1948); Freeman, The Public Defender System, 32 J. Am. Jud. Soc. 74 (1948). Jacobs, Public 
Defenders, 15 Fort. L. J. 88 (1945); Baird, Compensation for Court Appointed Counsel, 31 
J. Crim. L. 731 (1941). Several states provide compensation for appointed counsel, but this 

is generally inadequate, Garrison, Legal Service for Low Income Groups in Sweden, 26 
ABA. 215 (1940), and even where it does amount to anything the results have not been 
wholly satisfactory. Baird, op. cit. supra, at 734-35. Various solutions have been attempted 
° <q countries. Schweinburg, Legal Assistance Abroad, 17 Univ. Chi. L. Rev. 270, 279 

1950). 


%4 The writing on the subject of the public defender has generally overlooked the system's 
drawbacks. See articles cited note 22 supra; but cf. Stewart, The Public Defender System Is 
Unsound in Principle, 32 J. Am. Jud. Soc. 115 (1948). It is generally recognized that rich or 
poor, innocent or guilty, a person accused of a crime is entitled to have his case decided by a 
judge or jury, not his attorney. Freeman, op. cit. supra note 23, at 76, suggests, however, 
that the defender should sift “the deserving from the non-deserving cases.” A recent California 
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not a panacea. Political control and inadequate staffing are inherent problems, 
as is displacement of the attorney-client relationship by a defense machine.* 

The courts have not been untroubled by the problem of the competency of 
counsel and the effectiveness of defense. The Supreme Court has stated that in 
federal prosecutions the Sixth Amendment requires effective assistance of coun- 
sel at all stages of the proceedings.” The Court of Appeals for the District of 
Columbia has taken a view somewhat less favorable to the defendant. It has 
held that once competent counsel is appointed, and it is presumed that the trial 
judge would not appoint incompetent counsel, the Sixth Amendment is satis- 
fied. Counsel’s subsequent negligence may then violate the Fifth Amendment 
but not the Sixth.*” The one strict rule is that if counsel is appointed to represent 
two or more defendants whose interests conflict, then, so far as any prejudiced 
defendant is concerned, the Sixth Amendment has not been satisfied.” A second 
requirement, more flexible than the first, is that counsel must have adequate 
time to prepare the case. The accused cannot be assigned counsel one minute 
and put on trial the next,*® though less than a day may be sufficient.** More 
serious, and administratively far more difficult, is the problem raised by as- 
serted negligence or incompetence of counsel. What are alleged to be mistakes 
may be defensible as strategy,* but even beyond this, the Constitution does not 
guarantee a perfect defense, and few trials are conducted without errors on both 
sides. The Court of Appeals for the District of Columbia appears to recognize 
a distinction between capital and noncapital cases.*? Just as due process re- 


decision in which the court concluded that defense was formal but not effective is illustrative 
of what can result from a public defender system. People v. Avilez, 86 Cal. App. 2d 289, 194 
P. 2d 829 (1948). 

*8 See People v. Avilez, 86 Cal. App. ad 289, 194 P. 2d 829 (1948). 

* See Johnson v. Zerbst, 304 U.S. 458, 463 (1938). 

*” Diggs v. Welch, 148 F. 2d 667 (App. D.C., 1945). Compare United States v. Wight, 176 
F. ad 376 (C.A. 2d, 1949), and Conley v. Cox, 138 F. 2d 786 (C.A. 8th, 1943), in which the 
courts, while holding that the assistance of counsel was adequate, fail to suggest which amend- 
ment they considered crucial. 

+ Glasser v. United States, 315 U.S. 60 (1942); Wright v. Johnston, 77 F. Supp. 687 (Cal., 
1948). 

* United States v. Helwig, 159 F. 2d 616 (C.A. 3d, 1947). 


#* Conley v. Cox, 138 F. ad 786 (C.A. 8th, 1943) (held a denial of due process on other 
grounds). Compare United States v. Wight, 176 F. 2d 376 (C.A. ad, 1949). 


st Burton v. United States, 151 F. 2d 17 (App. D.C., 1945) (defendant had retained his 
own counsel). 


» Ibid. Compare Williams v. State, 192 Ga. 247, 15 S.E. 2d 219 (1941). 


33 Johnson v. United States, rro F. ad 562 (ep. D D.C., 1940), decided on appeal from the 
district court. A new trial was granted because of the discovery of evidence which had not 
been presented at the trial. The defendant had, however, had the assistance of counsel ap- 
pointed by the court, and the evidence could have been discovered in time for the trial. The 
court held that in such a case (first degree murder) counsel’s failure to bring forward all the 
evidence should not be held against the defendant. 
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quires the state courts to provide counsel in all capital cases,*4 so it would seem 
that the defendant faced with the death penalty may be entitled to a better 
defense than one who can lose only his freedom. 

The standards of representation which must be met in state trials, while 
similar to those in the federal courts, may be even less stringent due to the 
Supreme Court’s general reluctance to interfere in state affairs.** Whatever con- 
trol is exerted comes under the Fourteenth Amendment, and while the Court 
denies that due process can be reduced to a “mathematical formula,’’?’ still the 
single factor—presence or absence of counsel—is used to distinguish cases which 
are on a par as to “fundamental fairness.”’ It is doubtful indeed that if, in Gibbs 
v. Burke, the Pennsylvania court had appointed an attorney for the defendant 
and the same mistakes had occurred, a violation of due process would have been 
found. Yet who could say that the trial would have been less fair in one case 
than in the other? 

The problem of ineffective representation may arise even when the defendant 
has engaged his own attorney. To show an infringement of his constitutional 
guarantees the federal prisoner must prove a flagrant disregard of his rights by 
counsel resulting in a manifest miscarriage of justice.3* Surprisingly enough such 
a case has arisen. A violation of due process was found where counsel had made 
no objection to the admission of a “third degree” confession, had failed to call 
important witnesses and finally had taken no steps to allow the jury to compare 
the defendant’s handwriting with alleged forgeries.*® The harsh rules which 
make it virtually impossible to establish such a case are perhaps a necessary 
concomitant of our reliance on an adversary system in criminal proceedings. 


34 Note 3 supra. 


35 See Tompsett v. Ohio, 146 F. 2d 95 (C.A. 6th, 1944), and cases there cited. The presump- 
tion is that appointed counsel is competent. Feeley v. Ragen, 166 F. 2d 976 (C.A. 7th, 1948); 
Sweet v. Howard, 155 F. 2d 715 (C.A. 7th, 1946); cf. Shuble v. Youngblood, 225 Ind. 169, 
73 N.E. ad 478 (1947). As to the amount of time required, see Avery v. Alabama, 308 U.S. 
444 (1940), a capital case in which two attorneys had approximately one day to prepare the 
defense. This was held, under the circumstances, to be sufficient. Compare Dolan v. State, 
148 Neb, 317, 27 N.W. 2d 264 (1947), in which it was held error to put the defendant on trial 
the same day that counsel was appointed. There had been a showing that more time was needed 
to procure an important witness. Jackson v. Commonwealth, 215 Ky. 800, 287 S.W. 17 (1926). 

36 Similarly, the control over federal trials has been based on constitutional provisions. 
Note 1 supra. Such reliance seems unnecessary in view of the rationale in McNabb v. United 
States, 318 U.S. 332, 341 (1943), in which the rule excluding confessions obtained after illegal 
detention was based on a general supervisory power over the procedure followed in the lower 
federal courts. The same reluctance to invoke the Constitution should not, therefore, be opera- 
tive in federal trials as it is in state 


37 Note 6 supra. 

3* Burton v. United States, 151 F. 2d 17 (App. D.C., 1945). 

39 Jones v. Huff, 152 F. ad 14 (App. D.C., 1945). 

4 The theory is that acts of the attorney are imputed to the defendant who employs him. 
Tompsett v. Ohio, 146 F. ad gs, 98 (C.A. 6th, 1944). The defendant can disaffirm his attorney's 
acts, but this is a rather meaningless alternative since he will presumably be unaware of any 


but gross errors and, further, since the most common piece of lay knowledge about the law in 
action is that it should be left to lawyers. 
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Still there appears no justification for the lengths to which the stamp of consti- 
tutional approval has been applied simply because the defendant hired his own 
lawyer. One would think that the Sixth Amendment guaranteed sober counsel. 
The Court of Appeals for the Tenth Circuit has held otherwise: 


“The most that can be said for this testimony is that it establishes that appellee’s 
counsel drank throughout the trial and that he was under the influence of intoxicat- 
ing liquor to a greater or less degree during the whole trial. But what of it? Appellee 
employed him;... .”# 


EXTENSION OF RELIEF FOR UNILATERAL MISTAKE 


The modern trend of the law of mistake in contracts is toward wider relief for 
both mutual and unilateral error. For most types of unilateral mistake, rescis- 
sion is opposed by adherents of the rigidly “objective” view of mistake in con- 
tracts. Occasionally courts hesitate to give relief for any type of unilateral error, 
although paying lip service to the doctrine permitting rescission under certain 
conditions. In United States v. Jones, the War Assets Administration made a 
special offering of certain universal gear joints declared as surplus property by 
the U. S. Maritime Commission and fully described in the declarations. The 
WAA asked for bids upon the property, and, receiving none, later put it up on a 
negotiated sale basis. Jones, the defendant, asked an employee of the WAA if 
there were jeep motors for sale and was told that there were but that they might 
only be purchased as part of an entire odd lot. In the lot Jones recognized the 
universal gear joints as equipment worth perhaps $60,000. Jones knew that the 
agent of the government was not aware of the nature or value of the equipment. 
By negotiation he lowered the asking price from $250 to $75 and bought at the 
latter price. Upon learning of its mistake the government refused delivery and 
brought suit for rescission of the contract. 

The court admitted that rescission was proper on this state of facts, applying 
the test of whether the mistake was one as to the identity of the subject matter 
or merely as to a collateral characteristic.? The metaphysical character and in- 
utility of this test have misled courts into dubious and occasionally startling 


4 Hudspeth v. McDonald, 120 F. 2d 962, 967 (C.A. roth, 1941). The district court had 
found that the defendant had had no effective assistance of counsel as required by the Sixth 
Amendment. McDonald v. Hudspeth, 41 F. Supp. 182 (Kan., 1941). Compare Wade v. Mayo, 
334 U.S. 672 (1948), where the district court’s finding that ‘the defendant was handicapped 
by lack of counsel was upheld as “not clearly erroneous.” The district court’s finding in the 
McDonald case appears to be clearly “not clearly erroneous.” 

* 176 F. ad 278 (C.A. oth, 1949). 

2 Adoption of this test rather than the modern fundamental assumption test might indicate 
the court’sdesire torestrict relief for mistake, for,as pointed out in 5 Williston, Contracts §1570A 
(rev. ed. 1937), ‘under the modern basic assumption test the way is opened for further develop- 
ment of the law toward greater extension of relief... .” The court cites Frank’s 
opinion in Ricketts v. Pennsylvania R. Co., 153 F. ad 757 (C.A. 2d, 1946), but is noncommital 
as to his recommendation of extension of relief for unilateral mistake. 176 F. 2d 278, at 286n. 4 
(C.A. oth, 1949). 
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reasoning.’ A test which bases relief upon whether or not the mistake concerned 
a fundamental assumption of one or both of the parties is the best replacement 
for the identity-of-subject-matter test.* A leading English case, Bell v. Lever 
Bros.,5 illustrates the different results obtainable under the two tests. In order to 
terminate service contracts for a term of years with the defendants, Lever Bros., 
Ltd., entered into termination agreements providing for additional compensa- 
tion. Later, Lever Bros. discovered that the defendants’ acts while under the 
service contracts would have justified termination of the contracts without com- 
pensation. In an action for rescission of the termination agreements the jury 
found that Lever Bros. would have so terminated the contracts had it known of 
the defendants’ breach of contractual duty. A majority of the court held that 
the mistake was not one as to the identity of the subject matter but merely one 
as to quality (viz., that the service contracts were no longer binding on Lever 
Bros.). ‘“‘The contract released is the identical contract in both cases, and the 
party praying for release gets exactly what he bargains for. It seems immaterial 
that he could have got the same result in another way.’ But this is precisely 
what would be material under the fundamental assumption test, used success- 
fully by many courts,’ under which rescission would have been granted. Al- 
though in the Jones case the court did find a mistake sufficient to justify rescis- 


3 King Co. v. Aldrich, 81 N.H. 42, 121 Atl. 434 (1923). Plaintiff bought diseased hogs from 
the defendants, both parties knowing that the hogs were to be used for food, but neither know- 
ing that they were diseased and so useless for that purpose. The court said there was no con- 
tract because of mutual mistake since diseased hogs are really not the same hogs as healthy 
ones and therefore not the ones the parties had in mind. 5 Williston, Contracts § 1569 (rev. ed. 
1937), shows the fallacy of this argument to be that the hogs were specific and identified when 
delivered, if not before. 

In addition to the casuistry often entailed in its application, the identity-of-subject-matter 
test fails to take account of the policy to be served in mistake cases. Parties are undoubtedly 
surprised when a court bases its decision on whether the mistake concerned the identity of the 
subject of their transaction. They are more likely concerned with notions of fairness and of 
unjust enrichment and impoverishment resulting from mistake. Courts should be concerned 
with the conditions for healthy trading in our economy, one of which requires informed buyers 
and sellers. The identity test is unrelated to either consideration. 


45 Williston, Contracts § 1544 (rev. ed. 1937); Rest., Contracts § 502 (1932); Williston, 
Rescission of a Contract for Mutual Mistake of Fact, 35 Harv. L. Rev. 757 (1922). Sharp, 
Notes on Contract Problems and Comparative Law, 3 Univ. Chi. L. Rev. 277, at 283 (1935), 
is the best statement of the fundamental assumption test : “‘[WJhere the parties toa transaction 
think of a fact as humanly certain, that is, possessing very high probability, and as a result 
make their transaction; and it is impossible to suppose that they were taking the risk of cir- 
cumstances turning out otherwise, the mistake, if prejudicial, will be a defense to a contract 
action or suit, or a ground for affirmative relief.”” This test reflects the policy considerations 
mentioned in note 3 supra. 

5 [1932] App. Cas. 16. 

6 Ibid., at 223 (Lord Atkin). 

7 In Lindeberg v. Murray, 117 Wash. 483, 201 Pac. 759 (1921), the buyer of a large number 
of shares of stock in a bank was allowed rescission on the ground that the transaction had been 
entered into under a mutual mistake as to the assets of the corporation. Rosenblum v. Manu- 


facturers Trust Co., 270 N.Y. 79, 200 N.E. 587 (1936); Jones v. Metzger, 132 Miss. 247, 96 So. 
161 (1923); Jackman v. Northwestern Trust Co., 87 Ore. 209, 170 Pac. 304 (1918). 
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sion even under the identity test, it denied relief upon its construction of the 
Surplus Property Act of 1944.° The court’s reasoning as to the effect of the 
statute upon mistake is unconvincing: “The Government was not aiming to 
drive hard bargains with the purchasers of this surplus property. It was not 
seeking to sell, at a profit, in competition with private industry, or to break 
even.””® The court adds: “Nowhere in the statement of objectives is recovery of cost 
or value mentioned as a basis for disposition.” But one of the purposes listed in the 
objectives is, “except as otherwise provided, to obtain for the Government, as 
nearly as possible, the fair value of surplus property upon its disposition.”** 
The court may have been influenced by its conception of the relative bargain- 
ing positions of the parties. Enforcement of contracts despite unilateral mistake 
is sometimes defended on the ground that the parties were equals in bargaining 
position." The weakness of the court’s argument upon the construction of the 
statute leads to the suspicion that, despite its remarks on the subject, it was 
loath to allow rescission on the basis of unilateral mistake. Such misgivings are 


common. 

Apparently the court adopts the prevalent “objective” view of unilateral 
mistake: that to entitle the mistaken party to relief his mistake must have been 
known to the other party.” Relief rests upon the ethical ground that a person 
ought not to profit at the expense of another whom he knows to be making a 
costly error. Perhaps because actual knowledge of the mistake by the nonmis- 
taken party is difficult to show, relief is now usually given where the mistake 


® 58 Stat. 765 (1944), so U.S.C.A. § 1611 et seq. (App., 1944). The court said: “Absent ac- 
tionable fraud, the War Surplus Property Act of 1944 .. . has made the sale to Jones immune 
against an attack grounded on lack of authority or mistake.” 


°“*To use Hotspur’s phrasing, the Government was not ‘in the way of bargain’ caviling ‘on 
the ninth part of a hair.’ Rather, like him, in dealing with the property, the Government, in its 
largess, was willing to 
‘Give thrice so much. . . 
To any well-deserving friend’ 
Shakespeare, 1 Henry IV, Act III, Sc. 1.” 176 F. 2d 278, 290 (C.A. oth, 1949). 
Query whether such sentiments are aptly applied to this defendant who consciously took 
advantage of the WAA agent’s mistake to obtain over $60,000 in goods for $75. 


© War Surplus Property Act of 1944, 58 Stat. 766 (t) (1944), 50 U.S.C.A. § 1612 (t) (App. 
1944). 


13 Univ. Chi. L. Rev. 211 (1946), noting Smith v. Farmers’ State Bank of Alto Pass, 
390 Ill. 374, 61 N.E. 2d 557 (1945). The result here is upheld because it denies relief for uni- 
lateral mistake where the parties were equal in bargaining power. While there may be a 
tendency to grant relief where there is a striking disparity in bargaining power, there seems no 
reason for the contrary proposition that relief should be denied where bargaining positions are 
equal. This doctrine, limited to mistakes in ownership, is inapplicable here also because Jones 
was clearly the superior in bargaining power. He had knowledge the WAA clerk did not have. 


5 Williston, Contracts § 1573 (rev. ed. 1937); 1 Page, Contracts § 279 (ad ed. pee In 
allowing rescission because of the nonmistaken party’s knowledge of the mistake, the “‘objec- 
tivists” permit a bit of “subjectivity” to creep into their formula. The concession is made 
because the situation so closely resembles fraud. 
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was so glaring that it should have been known (palpable mistake).’? However, 
the English rule as stated in Smith v. Hughes*4 requires not only that the other’s 
mistake be known to the nonmistaken party, but that the nonmistaken party 
know that the other believes him to be promising what in fact he is not. The 
distinction is shown by Anson’s Dresden China cases.'’ The seller knows that 
the buyer thinks he is getting Dresden china when in fact he is not. There is no 
rescission ; caveat emptor governs. But if the seller knows that the buyer thinks 
that the china is offered as Dresden when actually it is not, rescission is granted. 
Probably the reason for this distinction is that in the first case the buyer is get- 
ting the china for the price of ordinary china and may be trying to take advan- 
tage of what he thinks is a mistake by the seller while in the second situation the 
buyer is innocent of such intent and is getting ordinary china for the price of 
Dresden. 

Not all American courts follow the “objective” theory of unilateral mistake 
when to do so would cause unjustifiable hardship. In Rosenblum v. Manufac- 
turers Trust Co.* plaintiff’s deceased husband had named her as beneficiary of a 
life insurance policy. After the birth of their child he replaced plaintiff with the 
defendant trust company as trustee for his children because he thought their 
child would thus share equally with his two children by a prior marriage in the 
benefits of the policy. But he was mistaken as to the trust arrangement and only 
the defendant children by the former marriage shared. Defendants had no 
knowledge or reason to know of this error. Rescission was given because unjust 
enrichment would otherwise result. In Schaefer v. Henze,"’ an Illinois case, the 


party seeking relief mistakenly conveyed part of his house and lot, thinking he 
was conveying another strip of land, in order to correct a deed between the 
nonmistaken party and a third person. The nonmistaken party, certain of the 
footage he wanted, did not know or have reason to know of the mistake. The 
court granted rescission. Not to have done so would have been an especially 
marked injustice since the consideration was merely nominal. There is a scat- 
tering of other cases to the same effect." 


3 In Moffett, Hodgkins & Clarke Co. v. Rochester, 178 U.S. 373 (1900), there wasa mistake 
in a bid submitted to the city by a contractor, and rescission was given because the difference 
between this bid and others was so glaring that the city ought to have known of the mistake. 
Gross v. Stone, 173 Md. 653, 197 Atl. 137 (1938); Geremia v. Boyarsky, 107 Conn. 387, 140 
Atl. 749 (1928); Holmes v. Cameron, 267 Pa. 90, 110 Atl. 81 (1920); City of New York v. 
Dowd Lumber Co., 140 App. Div. 358, 125 N.Y. Supp. 394 (1910); Singer v. Grand Rapids 
Match Co., 117 Ga. 86, 43 S.E. 755 (1903); see Saline County v. Thorpe, 337 Mo. 1140, 88S.W. 
ad 183 (1935). Rest., Contracts § 503, Comment a, Illustration 1 (1932). 

4 [1871] L.R. 6 Q.B. 597. 

*s Anson, Contracts 156-57 (18th ed. 1937). 

6 270 N.Y. 79, 200 N.E. 587 (1936). 

17 337 Ill. 41, 168 N.E. 625 (1929). 


8 In re Clark’s Estate, 233 App. Div. 487, 253 N.Y. Supp. 524 (1931); Murray v. Sanderson, 
62 Wash. 477, 114 Pac. 424 (1911); see Seidman v. New York Life Insurance Co., 162 N.Y. 
Misc. 560, 296 N.Y. Supp. 55 (1937); Brown v. Bradley, aso: W. 676 (Tex. Civ. App. -» 1924); 
Morgan v. Owens, 228 Ill. 598, 81 N.E. 1135 (1907). 
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The party seeking relief may be able to establish unilateral palpable mistake 
and yet fail on the ground that it is impossible to restore the parties to status 
quo.”® Perhaps this rule should be modified to allow rescission if the mistake was 
palpable. At any rate, where exact restoration of the status quo is impossible 
courts should not deny rescission if money damages can approximate this result. 
This would have led to a more satisfactory disposition of Lang v. Horne,?® where 
rescission was denied on the alternative ground that plaintiff had cut timber 
from the land he wished to reconvey. In suits for rescission for fraud courts 
have left more leeway in defining restoration to the status quo.” Relief would 
be granted more often in cases of unilateral mistake if the same liberality of 
definition were observed there. Although the courts tend to deny rescission 
where the agreement is executed,” mere execution does not entail that irrepa- 
rable change of position which alone ought to bar such relief. Thus the party 
seeking relief in Brown v. Lamphear** meant to reserve the right to a spring in 
a conveyance of land but by mistake failed to do so. The party resisting relief 
did not know that the spring existed. The resisting party was given the option 
of accepting reformation or rescission. And in Goodrich v. Lathrop** a drop in 
the value of the land during the time the party asking rescission was in posses- 
sion was no bar to relief in the absence of evidence of physical deterioration. 
The court remarked that it had the power to make just restitution if rescission 
was granted. 

Courts commonly require for relief in unilateral mistake cases that the party 
seeking relief must not have been negligently mistaken.** However, negligence 

1” America Land Co. v. City of Keene, 41 F. 2d 484 (C.A. 1st, 1930); Howell v. Baker, 
106 N.J. Eq. 434, 151 Atl. 117 (1930); Beattie v. Friddle, 229 Ky. 361, 17 S.W. ad 246 (1929). 

* 156 Fla. 605, 23 So. 2d 848 (1945). 

* Buffalo Builders Supply Co. v. Reeb, 247 N.Y. 170, 176, 159 N.E. 899, gor (1928): 
‘The plaintiff must restore to the defendant at least the value of the tangible chattels no 
longer in its possession. Restoration of the chattels themselves would give the defendant no 
greater benefit. Perhaps the plaintiff made some sales it would not have made if defendant had 
not sold his business. These circumstances do not bar the equitable remedy of rescission for 
wrong done. The terms upon which rescission may be granted where complete restoration of 
the parties to their former position is impossible rests in the sound discretion of the courts.” 
In Heckscher v. Edenborn, 203 N.Y. 210, 96 N.E. 441 (1911), the defendant parted with 
property and in a suit for rescission, stock representing the property was tendered him. The 
court said the tender was sufficient. Where a wrongdoer has so complicated matters as between 
him and the party seeking relief that complete restoration is impossible, it will not be de- 
manded by the court. Mosteller v. Braham, 90 Cal. App. 715, 266 Pac. 367 (1928). In a suit 


for rescission of the sale of a lunchroom plaintiff was given back his money less the worth of the 
personal property not returned to defendant. 


* 5 Williston, Contracts § 1580 (rev. ed. 1937). 

93 35 Vt. 252 (1862). 

#494 Cal. 56, 29 Pac. 329 (1892). Decided under California Civil Code (Deering, 1949) 
§ 3407 which enacts substantially the common law as to restoration of the status quo. 


%5 Jefierson County Bank v. Hansen Lumber Co., 246 Ky. 384, 55 S.W. 2d 54 (1932); Lasier 
v. Mayer, 315 Ill. 362, 146 N.E. 465 (1925); Grant Marble Co. v. Abbot, 142 Wis. 279, 124 
N.W. 264 (1910); Steinmeyer v. Schroeppel, 226 Ill. 9, 80 N.E. 564 (1907); Bonney v. Stough- 
ton, 122 Ill. 536, 13 N.E. 833 (1887); Durkee v. Durkee, 59 Vt. 70, 8 Atl. 490 (1887). 
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is frequently, perhaps usually, present in these cases and courts often seem to 
find negligence or its absence depending on the result they wish to buttress.” 
If courts desire only to prevent harm to the nonmistaken party rather than to 
inflict punishment on the party negligently in error, why should negligence ever 
bar rescission ?*” ‘ 

Consideration of the factual situation of Wallace ». McGirr,”* a British case, 
reveals the unsatisfactory results likely to occur by a consistent application of 
the doctrine denying relief for unilateral mistake. A prospective buyer care- 
lessly inspected the wrong house and then signed a contract of sale. The seller 
did not know of the mistake. The court upheld the contract but without ex- 
planation refused specific performance as inappropriate, and awarded damages 
for the seller’s expenses in the transaction.”® If the contract was valid, the seller 
should have been given the most adequate remedy available, specific. per- 
formance. Since the remedy given has the same result as rescission coupled 
with reliance damages to the seller, the court’s behavior may indicate an un- 
willingness to grant rescission for unilateral mistake, tempered by a realization 
of the frequent harshness of the doctrine. 

When property has been transferred by mistake, mutual or unilateral, “the 
individual interests of property and the general interests in security of acquisi- 
tions themselves appear in a clear light, operating to create a rule protecting 


* In Bibber v. Carville, 101 Me. 59, 63 Atl. 303 (1905), plaintiff conveyed land to defendant 
by warranty deed. Later defendant informed plaintiff that the latter had not had title to all of 
the land the deed purported to convey. Defendant sued on the covenants of title and plaintiff 
sought injunction of the suit and rescission of the deed. Rescission was denied on the alternative 
ground that plaintiff’s lack of reasonable care in failing to examine his title in the registry of 
deeds barred relief. But since defendant was probably similarly negligent, this seems a weak 
ground for the decision. However, the result is correct because by warranting his title to be 
good the plaintiff assumed the risk of loss. 

It is stated in 5 Williston, Contracts § 1596 (rev. ed. 1937), that no generalization can be 
made that courts will not give rescission if the petitioner has been negligent. See Section 1596 
n. 2 for cases where rescission was given despite negligence. 1 Page, Contracts § 275 (1920), 
shows that the negligence “rule” is usually not invoked unless there is another factor present 
which would cause relief to be denied. 

For a case in which the nonmistaken party had not relied on the contract but was given a 
windfall merely because of the other’s blunder, see Steinmeyer v. Schroeppel, 226 Ill. 9, 80 
N.E. 564 (1907), discussed in Some Aspects of the Law of Mistake in Illinois, 5 Univ. Chi. L. 
Rev. 446, 453 (1938). The same situation and result occurred in Leonard v. Howard, 67 Ore. 
203, 135 Pac. 549 (1913). 


*? Perhaps by analogy to cases in tort the negligent party in a contract action should be 
forced to make reparation only for the actual harm resulting to the other from his fault. This 
would be more consistent with contemporary mores than a flat denial of relief. The social policy 
which prompts the doctrine of absolute liability without fault in torts is not operative in con- 
tract cases. Denial of relief because of negligence when it is not necessary to protect the non- 
mistaken relying party might be termed ‘‘absolute liability without injury.” There is no intel- 
ligible policy ground to support such a doctrine. 

*8 [1936] New Zealand L.R. 483. 


*? A very similar factual situation obtained in Goodrich v. Lathrop, note 25 supra, but the 
court there viewed relief for such unilateral mistake as proper, and sidestepped the negligence 
question in remanding the cause for a new trial. 
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the original owner from something like the ‘loss’ of things against a ‘finder’ who 
‘wrongfully,’ without justification, insists on the uncompensated retention of 
‘accidentally acquired’ (not ‘deliberately given’) benefits to the original owner’s 
hurt.’’° 

Whether or not relief should be given for unilateral mistake should be deter- 
mined, even as in mutual mistake, by whether or not there has been an assump- 
tion of risk as to the mistake, negligent or not. This is accomplished by the use 
of the fundamental assumption test. It is important in doubtful cases that the 
parties be presumed to have taken the risk of the external world not conform- 
ing to the mental images upon the basis of which they contracted. This is so 
not only because of the presumption in favor of the validity of contracts, but 
because our society rewards risk-taking and speculation.* 

If relief is given for unilateral mistake, the party resisting it should be given 
the option of accepting the contract, as reformed to express the mistaken party’s 
true intent, or of rescission. With rescission the party resisting relief should re- 
ceive damages to cover any detriment due to his reliance in good faith upon the 
existence of a binding obligation.** Damages may be awarded according to the 
court’s estimate of the injury caused and the degree of compensable reliance. 
Viscount Cave attempted this in Jones v. Waring.** There Bodenham, a third 
party, had defrauded plaintiffs of £5,000 by having them make payment to 
defendants whom he represented as financing an automobile firm of which 
plaintiffs were persuaded by Bodenham to become agents. Bodenham owed 
defendants £5,000 for goods received under a hire-purchase agreement. When 
defendants received and cashed plaintiffs’ check they returned to Bodenham 
the goods they had repossessed and delivered more goods. These goods under- 
went deterioration while in use by Bodenham. Viscount Cave, seeking to 
apportion the damages, voted with a minority of the court for the defendants, 
subject to their undertaking to return all of the money not required to cover 
their detriment. But the majority merely returned the money to plaintiffs, 
letting defendants suffer the full damages caused by the unilateral mistakes of 
both. 

The power of the courts to apportion damages for reliance and their reluc- 
tance to do so is illustrated by Fibrosa Spolka Akcyjna v. Fairbairn Lawson 
Combe Barbour,*4 a frustrated contract case. Historically different, frustration 

3° Sharp, Notes on Contract Problems and Comparative Law, 3 Univ. Chi. L. Rev. 277, “ 


(1935). See Lord Sumner in Jones v. Waring, [1926] App. Cas. 670, 696, for the analysis of 
“windfall” concept applied by Professor Sharp. 

3* In Aristotelian terms, the willingness to take risks is one of the factors rewarded by the 
rates of distribution of wealth in our society; it is part of our notion of distributive justice. 
Courts are concerned with corrective justice, with the enforcement of rates of distribution set 
up by society and not with their determination. Aristotle, Nichomachean Ethics, Bk. v, c. 2-4. 

# See Paget v. Marshall, 28 Ch. D. 255, 284-85 (1884). 

33 [1926] App. Cas. 670. 

+4 (1943] App. Cas. 32. 
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and mistake are similar analytically.** A contract for the sale and delivery of 
special textile machinery to Poland was frustrated by the outbreak of war. The 
Polish company, having paid £1,000 in advance and received nothing in 
return, asked for the refund of its money. The previous rule as enunciated in 
Chandler ». Webster, that when a contract is frustrated the loss lies where it 
falls, was overruled and it was held that the English company must return the 
advance payment. This meant that the English company must bear any loss 
the frustration of the transaction might entail. Viscount Simon recognized the 
hardship likely to result from either rule, but stated: “It must be for the legis- 
lature to decide whether provision should be made for an equitable appor- 
tionment of prepaid moneys which have to be returned by the recipient in view 
of the frustration of the contract in respect of which they were paid.”’3? In 
answer to this call for aid the Law Reform [Frustrated Contracts] Act of 1943* 
was passed. Under it sums paid are to be recovered, but allowances are to be 
made for expenses incurred in reliance on the contract by the party to whom 
the sums were paid and for benefits conferred prior to the time of discharge. 
The courts are given wide discretion to consider the particular circumstances of 
each case in apportioning the loss. But, as Professor Corbin states: “It did not 
require a Frustration of Contracts Act to confer this power upon the courts. 
In Chandler v. Webster, the court made an allocation of risks and a sub-division 
of losses. It has not been questioned that this was within its power. The alloca- 
tion was ‘overruled’ because it was not regarded as the most desirable one, and 
a different allocation was decreed.’”’3* This problem in the Fibrosa case is like 
that in faultless mutual mistake. The solution suggested here for a case of neg- 
ligent unilateral mistake is restitution minus reliance damages. Where the mis- 
take is faultless (nonnegligent) the loss caused by it should be split since neither 
party is to blame.“ This resembles faultless mutual mistake. Perhaps in cases 
of unilateral palpable mistake there should be no reliance damages since the 
nonmistaken party’s conduct borders upon the fraudulent. 

In view of the timidity of courts in splitting damages to compensate for reli- 
ance, whether in the field of frustration or mistake, and in extending relief to 


35 The frustration of a contract may be viewed as a mistake by the parties as to future cir- 
cumstances bearing upon their transaction. At times the fields overlap. 

[1904] 1 K.B. 493. 

37 [1943] App. Cas. 32, at 40. 

36 & 7 Geo. VI, c. 40 (1943). 

3° Frustration of Contract in the United States, 29 J. Comp. Leg. & Int. L. 8, n. 19 (1947). 


# Actually the so-called nonmistaken party is mistaken as to the other’s mistake and so 
neither mistake can be said to have caused the loss alone. The basic notion of law is fault. 
Where both parties are faultless, one should not be made to bear the entire loss. 

In a subsequent issue of the Review the problem of damage splitting will be discussed more 
fully. 
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more categories of unilateral error, codification might be desirable. Experience 
‘has already been had with this solution in Germany.“ 

Although Professor Williston maintains that ‘a doctrine which permits the 
rescission of a contract on account of unilateral mistake approaches nearly to a 
contradiction of the objective theory of mutual assent in the formation of con- 
tracts to which the modern law seems generally to have tended,”’* he concedes 
the workability of a “subjective” theory of mistake when coupled with an 
estoppel or reliance interest theory.“* The approach to unilateral mistake sug- 
gested here would detract nothing from the many advantages of the “objec- 
tive” theory but would alleviate an occasional harshness. The reasons of 
policy*4 which dictate relief for mutual mistake apply as well to unilateral error. 
It seems more important that the law be determined by social policy and no- 
tions of fairness than that it be symmetrically “objective” or “subjective.” 


HEALTH INSPECTION OF PRIVATE DWELLING 
WITHOUT SEARCH WARRANT 
In answer to a complaint that the halls of a private dwelling were littered 
with trash and garbage, a uniformed health inspector of the District of Colum- 
bia, accompanied by a police officer, asked permission to enter the dwelling and 
investigate. The owner refused to unlock her door and admit him, insisting that 
she was under no obligation to do so since neither the inspector nor the police 
officer had a search warrant. As a result of this refusal, the owner was convicted 
of a violation of the health law.t The Supreme Court affirmed the reversal of the 


# German Civil Code § 119 (2), states that unilateral impalpable mistake entitles the mis- 
taken party to rescission. Under Section 122 the nonmistaken party may receive damages for 
injuries suffered because of reliance upon the validity of the contract. 


# 5 Williston, Contracts § 1579 (rev. ed. 1937). 
4 Tbid., at § 1536 n. 4. 


“4 Note 3 supra. While it is often said that relief is not given for unilateral mistake because 
the nonmistaken party relied on the existence of a binding obligation, this is true as well of the 
party resisting relief in a case of mutual mistake. 


* “(T}t shall be the duty of every person occupying any premises, or any part of any premises, 
in the District of Columbia, or, if such premises be not occupied, of the owner thereof, to keep 
such premises or part . . . clean and wholesome. If upon inspection by the Health Officer or 
iis eeraslor of tha thadis Depaauiek & te da ied tae eae ach eae ieee or any 
building, yard . . . is not in such condition as herein required, the occupant or occupants of 
such premises or part, or the owner thereof . . . shall be notified and required to place the 
same in a clean and wholesome condition; and in case any person shall fail or neglect to place 
such premises or part in such condition within the time allowed by said notice, he shall be 
liable to the penalties hereinafter provided. § 2. 

“That any person violating or aiding or abetting in violating, any of the provisions of these 
regulations, or interfering with or preventing any inspection authorized thereby, shall be 
deemed guilty of a misdemeanor, and shall, upon conviction . . . be punished by a fine of not 
less than $5.00 nor more than $45.00. § 12.” District of Columbia v. Little, 339 U.S. 1, 4n. 2 
(1950). 
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trial court’s verdict.? However, the decision was not based on the opinion of the 
Court of Appeals for the District of Columbia,’ which held that the owner was 
protected by the Fourth Amendment‘ and that the inspection of a private 
dwelling without a warrant was an unreasonable exercise of the police power. 
Instead, the Court chose to avoid the constitutional question and held that 
there had been no interference with the health inspector within the meaning of 
the inspection statute. 

The question of whether the owner’s acts amounted to interference within the 
meaning of the statute does not appear to have been argued at any stage of the 
litigation.’ The lower courts based their decisions solely on the constitutional 
grounds. The District of Columbia statute provided a penalty for anyone “in- 
terfering with or preventing any inspection.’® The dissenting justices, Burton 
and Reed, together with the lower court judges, apparently felt that since the 
defendant refused to unlock her door, there had been an effective interference 
with the inspection procedure. Nevertheless, the majority, focussing upon the 
word “interfere” and ignoring the word “prevent” held that the statute was not 
meant to extend to actions of this type.’ This distortion was caused by the 


* District of Columbia v. Little, 339 U.S. 1 (1950). Justices Burton and Reed dissented. 
They believed that the statute had been violated, but that health inspection did not require 
a warrant. 


3 District of Columbia v. Little, 178 F. 2d 13 (1949). The Municipal Court opinion is in 
62 A. 2d 874 (1948). Judge Holtzoff of the court of appeals dissented. He maintained that the 
Fourth Amendment only required a warrant in the case of a search for evidence or for other 
criminal matters. Since the inspection in the instant case was not related to the dangers likely 
in the issuance of general warrants with their exploratory searches, the dissent expressed the 
opinion that the Fourth Amendment was not applicable. It was also stated that the war- 
rant requirement would result in judicial supervision of an administrative job, an undesirable 
result. The cases cited in the dissent, however, do not involve the invasion of a private dwelling, 
but are concerned with searches of hotels, automobiles and other instances of federal seizure 
which have traditionally been excluded from the amendment’s provisions. 


4“The right of the people to be secure in their persons, houses, papers, and effects, shall 
not be violated, and no warrants shall issue, but upon probable cause, supported by oath or 
affirmation, and particularly describing the place to be searched, and the person or things to 
be seized.” 

5 District of Columbia v. Little, 339 U.S. 1, 4n. 1 (1950). 

§ Note 1 supra. 


1 The Court’s interpretation of the statute, in relation to the facts of this particular case, 
does not appear to be reasonable. Short of an actual physical assault on the inspector, it is 
difficult to imagine a more effective means of preventing the inspection than locking the 
door. If Section 12 of the statute was not drafted with such an obvious means as this in view, its 
whole purpose is nugatory. In United States v. McDonald, 8 Biss. 439, 448 (C.C.A. Wis., 
1879) the court construed a statute which provided a penalty for anyone who “knowingly 
and willfully obstructs, resists or opposes any officer of the United States in serving or attempt- 
ing to serve . . . process or warrant.” In interpreting this section the court said: “The statute, 
however, does not limit the offense to resistance alone, it includes also willful acts of obstruc- 
tion or opposition; and to obstruct is to interpose obstacles or impediments, to hinder, im- 
pede or in any manner interrupt or prevent, and this term does not necessarily imply the 
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Court’s determination to avoid several important and controversial questions. 
To accomplish it the Court took refuge in a long established policy by which 
constitutional issues are ignored if a valid alternative point of statutory con- 
struction or general law is presented.* 

In avoiding the determination of these constitutional problems, the Court 
emasculated the District of Columbia health inspection statute. This decision 
prevents a health inspector from entering a private dwelling even with a war- 
rant, as long as the door is locked, because such conduct is not “‘interference”’ 
within the meaning of the statute. It is ironical that although certiorari was 
granted because “‘the case raises important questions concerning legal provisions 
for protecting the health of the people by special and periodic inspection and 
elimination of potential sources of disease,”® the decision established a simple 
loophole for those who may wish to resist inspection. The Court also refused an 
excellent opportunity to establish an important precedent on the three major 
points embodied in the opinion of the court of appeals: the scope of health in- 
spection; the constitutional requirements for the entry of a private dwelling; 
and the civil liberties protection needed to safeguard citizens from the arbitrary 
intrusion of governmental officers. 

District of Columbia v. Little, which clearly presented these three points for 
decision, represents a departure from the previous litigation arising under the 
Fourth Amendment.’ There was no attempt to apprehend a criminal, make an 
arrest, or seize evidence of a crime. The circumstances involved merely a 
routine inspection, the kind which any large city undertakes every week. The 


employment of direct force, or the exercise of direct means. It included any passive, indirect 
or circuitous impediments to the service or execution of process; such as hindering or prevent- 
ing an officer by not opening a door.” This interpretation of ‘obstruct, resist and oppose” is 
contrary to the Supreme Court’s partial reliance on the lack of force or threatened force in the 
Little case by which they justify a holding of noninterference. It also equates “hindering” 
with “preventing,” although the Supreme Court sought to distinguish the District of Colum- 
bia statute because it did not use the words “hindering” or “refusing to permit any lawful 
inspection.” 

* Siler v. Louisville & Nashville R. Co., 213 U.S. 175 (1909); Light v. United States, 220 
U.S. 523 (1911); Ashwander v. Tennessee Valley Authority, 297 U.S. 288, 347 (1936). How- 
ever, constitutional questions can not be avoided unless it is “fairly possible” to decide the 
case on the statutory level. Rescue Army v. Municipal Court of Los Angeles, 331 U.S. 549, 
569 (1947). In the Rescue case, which the Court cites to support this rule, Justices Murphy 
and Douglas dissented for the express reason that the constitutional issues were clearly raised 
and the time was “ripe for this Court to supply the definitive judicial answers.” Ibid., at 585. 

* District of Columbia v. Little, 339 U.S. 1, 2-3 (1950). 


* See Harris v. United States, 331 U.S. 145, 175-81 (1947), where in his dissent, Justice 
Frankfurter compiled a list of the twenty-six Supreme Court cases arising from 1914 to 1938 in 
which the Fourth Amendment was involved. Each of these cases was concerned in some 
manner with a crime, or with the payment of a penalty or a forfeiture. The Supreme Court’s 
interpretation of the Fourth Amendment has in fact been criticized as a sentimental concession 
to criminals and a positive obstruction to criminal justice. This view is discussed in Waite, 
Reasonable Search and Research, 86 U. of Pa. L. Rev. 623 (1938). 
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health departments of such large cities as Los Angeles" and Chicago” operate 
in the same manner in answering complaints. Their statutes also impose fines 
upon those who interfere with the inspections and in general are similar to the 
District of Columbia statute. 

Officials of the health and law departments of the city of Chicago say that 
complaints of the Litile type are not unusual. In answering them, the Chicago 
health inspectors state the nature of the complaint, show their credentials and 
ask permission to enter. Usually no objection is made. However, the officials 
report that from time to time an individual will refuse to admit the inspector. 
When this occurs the law department initiates a prosecution under the authority 
of the health statute. It was reported that these interferences are the exception, 
and to the knowledge of these officials, the defense of constitutional immunity 
has never been raised.'4 

It is surprising that there had been no decision on the constitutionality of 
health inspection of a private dwelling without a warrant. In fact, the Litéle case 
was one of the few decisions in which the application of the Fourth Amendment 


™ “No person shall refuse to permit or allow the Health Officer or any of his deputies, 
agents or inspectors of the Department to enter, inspect, or examine or interfere with or hinder 
such Health Officer or his deputies, agents, or any inspector of the Department in the inspection 
or examination of any portion of any building, premises, lot, vehicle, steamboat, boat, vessel, 
train, bus, street car, food or food products, goods, wares, equipment, things, apparatus, in- 
struments, persons, animals or registers, or the examination or inspection of the doing of any 
and all things or acts necessary and mandatory for him (or them) to do for the purpose of 
enforcing all the provisions of this Chapter, the rules and regulations of the Department, or 
any health law of the State.” Los Angeles Rev. Code (1946) § 31.18. 

“The occupant or the owner . . . managing any dwelling . . . shall thoroughly clean all the 
rooms, passages, floors, windows, doors, walls, ceilings, water closets, privies, cesspools and 
drains of the building . . . which he . . . manages or occupies, to the satisfaction of the Health 
Officer, as often as shal] be required.” Ibid., at § 32.00. 

“Tt shall be unlawful for any person to violate any provisions or to fail to comply with any 
of the requirements of this Code. Any person violating any provisions or failing to comply with 
any of the mandatory requirements of this Code, shall be guilty of a misdemeanor. Any per- 
son convicted of a misdemeanor under the provisions of this Code, unless provision is other- 
wise herein made, shall be punishable by a fine of not more than $500.00 or by imprisonment 
in the City Jail for a period of not more than six months or by both such fine and imprison- 
ment.” Ibid., at § 11.00(m). 


“The commissioner of buildings, president of the board of health, fire commissioner, 
commissioner of public works, commissioner of streets and electricity, commissioner of police, 
or any of them and their respective assistants, shal] have the right to enter any building, or 

premises, and any and all parts thereof, at any reasonable time, and at any time when occupied 
by the public in order to examine such building or premises to judge of the condition of the 
same and to discharge their respective duties, and it shall be unlawful for any person to inter- 
fere with them in the performance of their duties.”” Chicago Rev. Code (1909) § 39.3. 

“Any person violating or resisting or opposing the enforcement of any of the provisions of 
this chapter, where no other penalty is provided, shall be fined not more than two hundred 
dollars for each offense ....” Ibid., at § 39.9. 


*3 The information concerning the Chicago Health inspection procedure was gathered 
from extended conversations with officials in both the health and law departments of the city. 

*¢ A thorough examination of cases and other sources in Illinois has failed to disclose any 
report or opinion in which the matter is discussed. 
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to a private dwelling under noncriminal circumstances was argued. Perhaps the 
infrequency with which health inspectors have met opposition accounts for the 
lack of direct authority on these issues. The District of Columbia has no provi- 
sion for the granting of a warrant for health inspection. Both counsel for the 
District of Columbia and the dissenting opinion in the court of appeals em- 
phasized that this fact should be considered in weighing the social policies of 
domestic privacy against the necessity for proper health protection. The ma- 
jority opinion in the court of appeals sympathized with this position, but 
thought that the proper remedy should be supplied by the legislature. 

If the Little case had been decided on the grounds that a health inspector 
needed a warrant to enter a private dwelling, the decision could have had far- 
reaching importance by applying it to state and municipal health laws through 
the due process clause of the Fourteenth Amendment. The Supreme Court has 
consistently held that the first eight amendments of the Constitution are not 
directly applicable to the states. Nevertheless, the states are inhibited by the 
Fourteenth Amendment from encroaching on those rights of the first eight 
amendments which are “implicit in the concept of ordered liberty.”* 

The clearest expression of the concept “ordered liberty” as applied to the 
Fourth Amendment is contained in the recent case of Wolf ». Colorado.” In 
the Wolf case the Supreme Court was concerned with the applicability of the 
due process clause of the Fourteenth Amendment to a state criminal trial. 
One question in the case was whether state officers, acting without a warrant, 
could search a private office and seize business records without violating the 
Fourth Amendment. The Court held that the search was unconstitutional. 
The justices unanimously agreed that the right to be secure in one’s home from 
the arbitrary entry of the police was implicit in the concept “ordered liberty,’””"* 
and therefore enforceable against the states through the due process clause. 

If the Little case had required health inspectors to obtain warrants to enter 
private dwellings when the owner or occupant objected, it might have caused a 
revision of the health laws and practices of many large cities. This is a strong 
possibility in view of the Wolf dictum that the right of privacy is enforceable 
against the states because it is of the essence of “ordered liberty.” 

If the Supreme Court had adopted the court of appeals opinion, the Li#ile 
case could also have given further definition to the scope of health inspection. 
Municipal inspection in the interests of the public health has long been sanc- 


*s Barron v. Baltimore, 7 Pet. (U.S.) 242 (1833); Adamson v. California, 332 U.S. 46 (1947); 
Twining v. New Jersey, 211 U.S. 78 (1908). 

* Palko v. Connecticut, 302 U.S. 319, 325 (1937). 

17 338 U.S. 25 (1949). 

** As Justice Black stated in his concurring opinion, “‘A state officer’s knock at the door 
. -. a8 a prelude to a search, without authority of law, may be as our experience shows, just 
as ominous to ‘ordered liberty’ as though the knock were made by a federal officer.” Ibid., 
at 40. 
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tioned as a valid exercise of the police power,’® but the inspection of private 
dwellings has only been permitted where it has been necessary to abate a public 
nuisance or where the general health of the community has been endangered by 
the failure to observe proper sanitary measures.” As the majority opinion of the 
court of appeals in the Litéle case stated, “If an acute emergency occurs preclud- 
ing reference to a court or magistrate, public officials must take such steps as 
are necessary to protect the public.”** The court emphasized, however, that 
“absent such emergency, health laws are enforced by the police power and are 
subject to the same constitutional limitations as are other police powers.”” 
Since inspections are a form of search,** they are subject to the prohibitions of 
the Fourth Amendment. In the absence of these special conditions, however, 
there has been a uniform prohibition against any kind of search of a private 


** Keiper v. City of Louisville, 152 Ky. 691, 154 S.W. 18 (1913); Hubbell v. Higgins, 148 
Towa 36, 126 N.W. 914 (1910). In the Hubbell case the court said: “The power of the legis- 
lature to provide for inspection of premises in the interests of public safety and the public 
health is so well established that we will not enter upon a discussion of it.” Ibid., at 46 and 918. 

* Text writers concur with the view that a private dwelling may not be entered without a 
warrant. Freund says, “The constitutional aspect of inspection is, however, different where it 
is extended to interior arrangements of private houses, or personal property kept therein in 
private custody. It appears that health authorities often claim the right to enter private houses 
to inspect sanitary arrangements, in some cases by express legal authority. . . . This power 
does not seem to have been affirmed or denied by judicial decision; but on principle it would 
seem that administrative officers cannot be vested with general power to enter private premises 
at any time, except to abate actually existing public nuisances, and that every such inspection 
against the will of the owner should be based on judicial compliance with the constitutional 
requirements with regard to searches.” Freund, Police Power 42-43 (1904). 

Worthington advises that “{i]f right of entry to premises for the purpose of inspection is 
refused, a warrant may be issued by the board or by a magistrate, as the statute provides, 
directing the sheriff or constable, taking such force as may be necessary, and under the direc- 


tion of the sanitary authorities, to effect an entry and accomplish the purpose for which entry 
was required.” Parker and Worthington, Public Health and Safety 162 (1892). 


* District of Columbia v. Little, 178 F. ad 13, 21 (1949). 
* Thid. 


*3 In the Little case the court of appeals said that the distinction between search and in- 
spection ‘‘has no basis in semantics, in constitutional history, or in reason. ‘Inspect’ means to 
look at, and ‘search’ means to look for. To say that the people, in requiring adoption of the 
Fourth Amendment, meant to restrict invasion of their homes if government officials were 
looking for something, but not to restrict it if the officials were merely looking, is to ascribe 
to the electorate of that day and to the several legislatures and the Congress a degree of irra- 
tionality not otherwise observable in their dealings with potential tyranny.” Ibid., at 18. 

Not all searches and seizures are prohibited by the Fourth Amendment, but only those 
which are unreasonable. Boyd v. United States, 116 U.S. 616 (1886). The Court indicated in 
Go-Bart Importing Co. v. United States, 282 U.S. 344, 357 (1930), that “[t}here is no formula 
for the determination of reasonableness. Each case is to be decided on its own facts and cir- 
cumstances.” See also In re Ginsburg, 147 F. 2d 749 (C.A. 2d, 1945). One criterion of reason- 
ableness is the obtaining of a warrant, as the amendment itself indicates. A warrant may be 
issued only if the party seeking it has an interest in the property to be seized, either by posses- 
sion or by the right to ownership, or a valid exercise of police power requires that the property 
be taken. Agnello v. United States, 269 U.S. 20 (1925). See also Johnson v. United States, 
333 U.S. 10 (1947); Pearson v. United States, rs0 F. 2d 219 (C.A. roth, 1945); Byars v. 
United States 273 U.S. 28 (1927). 
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dwelling unless a valid warrant has been issued upon probable cause.** In 
Agnello v. United States it was said that “(t]he search of a private dwelling with- 
out a warrant is in itself unreasonable and abhorrent to our laws.”** It would 
appear that a statute requiring inspection of every private residence for specific 
purposes would be unconstitutional.” The courts seem to feel that the formality 
attending the issuance of a warrant acts as a psychological restraint upon 
officers, impressing upon them that the courts are ever watchful of their con- 
duct. 

An adjunct to the protection of the right of privacy which the court of ap- 
peals upheld in the Li#ile case was a recognition that unauthorized and unregu- 
lated searches by government officers might in the future become instruments of 
political oppression. Justice Black raised the issue in his concurring opinion in 
the Wolf case. In their dissents in Davis 0. United States*’ and in Zap 0. United 
States* Justices Frankfurter, Murphy and Rutledge vigorously protested that 
the right to regulate and inspect does not justify a search without a warrant. 
Their opinions indicate an awareness of the problem of modern government— 
trying to regulate large cities and vast economic enterprises. Inspection is cer- 
tainly a logical means with which to protect the public interest. However, as it 
was stressed by the court of appeals in the Liééle case, “If private homes are 
opened to the intrusion of government enforcement officials, at the wish of 
those officials, without the intervening mind and hand of a magistrate, one 
prop of the structure of our system is gone and an outstanding characteristic of 
another form of government will have been substituted.” It may be difficult to 


* Agnello v. United States, 269 U.S. 20 (1925); Gouled v. United States, 255 U.S. 298 
(1921); Amos v. United States, 255 U.S. 313 (1921); Nueslein v. District of Columbia, 115 
F. 2d 690 (App. D.C., 1940); Boyd v. United States, 116 U.S. 616 (1886). In the Agnello case 
the Court remarked that “[{wJhile the question has never been directly decided by this court, 
it has always been assumed that one’s house cannot lawfully be searched without a search 
warrant, except as an incident to a Jawful arrest therein.” 269 U.S. 20, 32 (1925). Evidently 
the force of the Boyd case and the impact of Entick v. Carrington, 19 How. St. Tr. 1029 
(1765), erased any notion that a private dwelling could be searched without a warrant. In the 
Little case the court of appeals extended this general belief to the peculiar facts of the com- 
plaint made to the health officials, one part of which alleged that the occupants of the house 
“failfed] to avail themselves of the toilet facilities.” The court observed that “‘iJt wan Saki 
the boundary of the curtilage is no longer the outpost of man’s domestic independence. I 
sashes that b ectanses te Qieenabdn ened: an eae enbthnan Guar et te kanes he 
protected by the Constitution, surely it had been thought until now that the bathroom door 
is.” 178 F. ad 13, 18 (1949). 

*s Agnello v. United States, 269 U.S. 20, at 32 (1925). 

*In Williams v. State, 100 Ga. 511, 520, 28 S.E. 624, 627 (1897), the court said, “We be- 
lieve the framers of the constitution of the United States and of this and other states merely 
Sent We Bertie sate Sag AEN Sy eee. sineenin to authorize, justify, or 
ari (nd ae gpaeahenecy seizure. This wise restriction was intended to oper- 

ste sajen Inehtitine aden. on ta teaundi inallecteal geal alties oo anion her statane what Op 
people expressly stipulated could in no event be made lawful.” 

#7 328 U.S. 582 (1946). 8 328 U.S. 624 (1946). 

* District of Columbia v. Little, 178 F. ad 13, 16 (1949). 
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visualize a threat to liberty in the action of a uniformed health inspector an- 
swering a routine complaint. Yet in an era when politically controlled officials 
have grown powerful through an ever increasing series of minor infractions of 
civil liberties, it would seem prudent to invoke the full force of the constitu- 
tional guarantees at every opportunity.*° 


DIVIDEND CREDITS FOR NONCUMULATIVE 
PREFERRED STOCK 


In addition to seniority in the distribution of corporate earnings, the cumula- 
tive preferred shareholder receives a credit for dividend arrearages accruing 
when earnings are not sufficient to authorize distributions. Yet in some cir- 
cumstances it may be undesirable to place the potential burden of such arrear- 
ages upon the corporation. Upon reorganization or at the commencement of 
ventures in which initial years of losses or low profits are anticipated, noncumu- 
lative preferred may be a sounder issue. Such stock issues pose a fundamental 
problem: do the noncumulative preferred shareholders receive a dividend credit 
for those years when profits are legally adequate to permit some distribution 
but the directors omit any declaration? 

The United States Supreme Court rejected such a dividend credit for non- 
cumulative preferred stock in Wabash Railway Co. v. Barclay.’ Speaking 
through Justice Holmes it asserted: 

When a man buys stock instead of bonds he takes a greater risk in the business. No 
one suggests that he has a right to dividends if there are no net earnings. But the in- 
vestment presupposes that the business is to go on, and therefore even if there are net 
(@arnings, the holder of stock, preferred as well as common, is entitled to have a divi- 
dend declared only out of such part of them as can be applied to dividends consistently 
_with a wise administration of a going concern. When . . . the dividends in each fiscal 
year were declared to be noncumulative and no net income could be so applied within 
the fiscal year referred to in the certificate thé right for that year was gone/ If the 
right is extended further upon some conception of policy, it is enlarged beyond the 
meaning of the contract the common and reasonable understanding of men.* 


These arguments, in the context of the apparently plain meaning of “non- 
cumulative” as against “cumulative,” have prevailed in all jurisdictions except 
New Jersey. The New Jersey position, first expressed in the Cast Iron Pipe 
cases,‘ is based upon the belief that in the absence of a dividend credit there is 

3° See DeVoto, Due Notice to the FBI, Harper’s Magazine (Oct., 1949) at 65. 

* 280 U.S. 197 (1930). 

* 280 U.S. 197, 203 (1930). 

+ But writers have advocated various forms of the dividend credit. See Frey, The Dis- 
tribution of Corporate Dividends, 89 U. of Pa. L. Rev. 735, 750 et seq. (1941); Berle, Non- 


cumulative Preferred Stock, 23 Col. L. Rev. 358 (1923). Frey asserts that most of the writers 
have approved the dividend credit. 89 U. of Pa. L. Rev. 735, 753 (1941). 


4 Bassett v. United States Cast Iron Pipe and Foundry Co., 74 N.J. Eq. 668, 70 Atl. 929 
(1908), aff'd 75 N.J. Eq. 539, 73 Atl. 514 (1909). (A bill to enjoin the corporation from paying 
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danger that withheld earnings will be appropriated for the benefit of the com- 
mon shareholders. Such appropriation occurs whether the withheld earnings aré({ 
directly distributed to common in subsequent years or are retained in the busi- 
ness, earning income and providing interest-free leverage for common.‘ Of 
course it is also true that retention of preferred’s earnings in some measure 
benefits the preferred shareholders themselves, since the increased corporate 
capital better insures preferred’s receipt of its fixed return. Moreover, where 
the withheld sum includes substantial earnings distributable to common and 
the dividend credit prevents their distribution before the credit is repaid, the 
preferred shareholder will receive the benefits of the withholding while common 
bears the major burden. Finally, the market may already have discounted the 
risk that common will appropriate earnings withheld from noncumulative pre- 
ferred stock, so that adoption of the dividend credit would only create wir.dfall 
gains. In the ordinary situation, however, preferred dividends are probably 
withheld in years when the common dividend would be insubstantial. The ad- 
vantageous position of common with respect to such withheld sums appeared so 
inequitable to the New Jersey court that it imposed some of the incidents of 
cumulation upon the general noncumulative share agreement when there were 


earnings. 

The New Jersey dividend credit accrues when earnings are sufficient to allow 
dividends on noncumulative preferred stock but are not so distributed. For this 
purpose, however, the concept of “earnings” has been limited so as to exclude 
various unusual accretions to surplus.‘ The credit is unimpaired so long as the 


a dividend to preferred out of surplus, there being no earnings in the year of distribution. The 
dividends were paid out of a “reserve for added working capital” which had always been in- 
vested in securities. The court held that no actual working capital had been appropriated, 
but that a corporate by-law would have allowed that in any case.) Moran v. United States 
Cast Iron Pipe and Foundry Co., 95 N.J. Eq. 3809, 123 Atl. 546 (1924), aff'd 96 N.J. Eq. 680, 
126 Atl. 329 (1924). (A bill brought by a common shareholder to enjoin payment of dividends 

to preferred in excess of the fixed annual dividend rate. Injunction denied.) Day v. United 
States Cast Iron Pipe and Foundry Co., 95 N.J. Eq. 389, 123 Atl. 546 (1924), aff'd 96 N.J. Eq. 
736, 126 Atl. 302 (1924). (A bill brought by a preferred shareholder to enjoin payment of 
dividends to common while the credit was outstanding. Injunction granted.) 

* The return on preferred stock is fixed, and the previous capital was sufficient to meet that 
return. It follows that the return from the additional investment will go to common. The 
liquidation value of common, of course, will increase by the amount of the withheld sum. But 
appropriation takes place even in the absence of liquidation or dividend disbursement of the 
principal sum withheld, since the present value of a sum is equal to the discounted value 
of the future increments of income it will yield. 


§ This limitation is defined in Dohme v. Pacific Coast Co., 5 N.J. Super. 477, 68 A. 2d 490 
(1949), and Agnew v. American Ice Co., 2N.J. 291, 66 A. ad 330 (1949). The Dohme 


The Agnew case was also concerned with the prob- 

whether various accretions to surplus were available for preferred divi- 

dends. Thus the New Jersey court has undertaken the very difficult task of classifying accre- 
tions to surplus. Under the Dohme case it appears thatfficcretions to surplus not giving rise 
to a dividend credit can be distributed to common in a year where there are no distributions to 





742 THE UNIVERSITY OF CHICAGO LAW REVIEW 


earned surplus has remained high enough to cover it,’ and has not been “ap- 
plied” to certain “legitimate corporate purposes.”* So long as a dividend credit 
exists, no dividends can be paid on common stock.® Any preferred dividends, 
not in satisfaction of a dividend credit, but in excess of current earnings are 
subtracted from the credit.’ 

These specialized characteristics of the New Jersey dividend credit underline 
the restriction it has undergone since the court first asserted in Day v. United 
States Cast Iron Pipe and Foundry Co.“ that the only distinction between 
cumulative and noncumulative stock lay in cumulative’s credit for arrearages 
when there were no earnings. Thus in Lich v. Umited States Rubber Co. the 
federal district court asserted, by way of dictum, that the credit would be lost 
if the surplus were “applied to legitimate corporate purposes such as payment 
of debts, reduction of deficits, capital improvements or extensions, and other 
ordinary business requirements.”*s The same language was employed in Dohme 


preferred. 63 Harv. L. Rev. 890, 891 (1950), noting Dohme v. Pacific Coast Co., supra. The 
New Jersey court was concerned with a problem on the order of the following. "Tf excessive 
bad debts reserves had been charged in years when preferred was paid its dividends, income 
treatment of a writing down of this reserve in a year when there was no corporate income 
would result in appropriating what should have been common earnings in previous years to 
preferred in the current year. Thus the Dohme rule is an attempt at a common dividend 
credit. The other policy reason behind this attempt at classification is thdreluctance to allow 
preferred the benefit of gains to surplus which are not connected with the ordinary operations 
of a given year (for example, bond retirement at a discount) and a corresponding disinclination 
to make preferred bear the greater burden in the event of extraordinary losses (expropriation, 
acts of God, etc.) in years where ordinary income is about equal to preferred dividends. Thus, 
these items are allowed to be directly transferred to surplus. Agnew v. American Ice Co., 


from net income. It should be noted that the New Jersey court has superimposed added 
difficulties to the already complex task of defining corporate income. There seems no reason to 
discriminate generally between common and preferred in eligibility for receipt of unusual 
increments to surplus. 

7 Day v. United States Cast Iron Pipe and Foundry Co., 95 N.J. Eq. 380, 123 Atl. 546 
(1924), aff'd 96 N.J. Eq. 736, 126 Atl. 302 (1924). 

* Dohme v. Pacific Coast Company, 5 N.J. Super. 477, 68 A. 2d 490 (1949). Of course, 
technically the surplus is not “applied” to corporate ends. When debts are retired or machinery 
purchased, only the form of the assets is changed. Cash may be applied to corporate ends, but 
not surplus. 


* Day v. United States Cast Iron Pipe and Foundry Co., note 7 supra. But consider the 
implications of the Dohme rule discussed in note 6. It appears that certain increments to 
surplus could be distributed to common even in the face of a dividend credit. 


*° Agnew v. American Ice Co., 2 N.J. 291, 66 A. 2d 330 (1949). 
** 96 N.J. Eq. 736, 740, 126 A. ad 302, 304 (1924). 
™ 39 F. Supp. 675 (N.J., 1941). 


"3 39 F. Supp. 675, 681 (N.J., 1941). The holding of the Lich case was that a dividend 
credit did not accrue in those years in which there were earnings without corporate distribu- 
tion, but where a surplus net deficit existed. 
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». Pacific Coast Co.4 where it was held that repurchase of corporate bonds at a 
discount was not one of these ordinary business requirements.‘s Although the 
basic argument for the dividend credit persists even where earnings are 
“ploughed back” (since common receives the income earned by what amounts 
to a forced capital contribution), New Jersey is unwilling to allow the credit 
unless those earnings are held in the form of cash, investments in securities or 
other uses defined to be outside ordinary business requirements. But since 
stockholders may sometimes force dividend distributions by injunction where 
earnings can be shown to be withheld without purpose, the dividend credit may 
be superfluous in those very instances in which it accrues. Since directors can 
usually justify withholdings as necessary to meet possible contingencies, the 
dividend credit faces the danger of complete extinction if withholdings to meet 
legitimate contingencies are “legitimate corporate purposes” within the mean- 
ing of the dicta in the Lick and Dohme cases. While this danger is presently un- 
recognized by the New Jersey court, it will present a continual threat as the 
court struggles with the problem of drawing the line between ordinary and 
extraordinary business uses. In any event, the New Jersey rule has been so nar- 
rowed that the Wabash case would be decided identically by the Supreme Court 
and by the New Jersey court." 

The apparent disintegration of the New Jersey rule has been both subtle and 
inarticulate. In the Cast Iron Pipe cases the withheld dividends were clearly 
correlated with an unused reserve for added working capital.'’ Consequently no 
substantial discussion of “employment for legitimate corporate purposes” ap- 
peared, and it was easy to engraft the Lich dictum onto these early cases. The 
Dohme situation was the first to test the Lich doctrine which had declared that 
retirement of bonds was an ordinary business activity. Although the court en- 
thusiastically embraced the doctrine verbatim, it then decided that retirement 
of bonds was mot ordinary business activity reducing the dividend credit. The 
Lich doctrine is apparently limited to this extent.’* More important, however, 
the New Jersey court is seemingly unaware that its present distinction is almost 
completely irrelevant to the policy of the dividend credit rule. The unhappy 
marriage of the dividend credit with the “ordinary business requirement” cri- 
teria would have been prevented had the New Jersey court realized that the 

™4 5 N.J. Super. 477, 68 A. ad 490 (1949). Similar language appears in Agnew v. American 
Ice Co., 2 N.J. 291, 303, 66 A. 2d 330, 336 (1949). 

*s But note the contradiction this results in. See text at note 18 infra. 

6 Among the operative facts of the Wabash case is the employment of the withheld earnings 
as working capital. 

*? The same fact situation existed in Cintas v. American Car and Foundry Co., 131 N.J. 
Eq. 419, 25 A. 2d 418, aff'd 132 N.J. Eq. 460, 28 A. 2d 531 (1942). 

“ repurchase of corporate bonds is equivalent to “retirement of debt.” Compare 
5 N.J. Super. 477, 88 A. 2d 490 (1949). 
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form of the assets representing withheld earnings has no relation to the equitable 
rights of noncumulative shareholders at distribution.’® 

But might not a more drastic theory serve to make a dividend credit effec- 
tive? For example, what if a cumulative-if-earned theory were adopted whereby 
the noncumulative stock would possess the incidents of cumulative except for 
the unearned dividend credit?** The position of a noncumulative shareholder 
with a dividend credit would then be identical to that of a cumulative share- 
holder with arrearages. Apart from the dicta in the Lich and Dohme cases, the 
cumulative-if-earned approach would differ from the New Jersey rule in that 
the subsequent level of earned surplus would be immaterial, thus avoiding 
needless and arbitrary complexities. 


19 The Cast Iron Pipe cases did not face the problem head-on since the earnings there were 
so clearly representable in readily available securities. Of course, the creation of added surplus 
and the “earning of the earnings” were simultaneous. The association of the earnings with 
particular assets implies a nonexistent time sequence. This is not harmful in itself, but makes 
much easier a development such as the “ordinary business purpose” doctrine. However, the 
quick convertibility of the assets associated with earnings, while emphasized by the Bassett 
court, was not decisive there as the lower court points out by way of dictum: “[A]ny amount 
taken from actual working capital . . . is at once restored to the character it originally had.” 
Bassett v. United States Cast Iron Pipe and Foundry Co., 74 N.J. Eq. 668, 70 Atl. 929 (1908). 
The Bassett case is certainly clear where the earnings are “in” securities and where dividends 
to common would impair the surplus representing withheld earnings. Judge Learned Hand in 
his dissent in the Wabash case, thought that the Bassett case was ambiguous where the working 
capital representing earnings is unimpaired, but distributions to common are made from other 
siieeip. Would uneh Gtdibntion bs caietend? Beachy v. Wabash Railway Co., 30 F. 2d 260, 
267 et seq. (C.A. ad, 1929). In view of the Day case it seems this ambiguity should be resolved 
in favor of a strict interpretation of the credit. See text at note 11 supra. Note that even if 
distribution is allowed in the instance cited the book value of the credit remains unimpaired. 
It is dubious how much it is worth, however, if it remains sunk in the company while common 
continues to receive dividends. Under the analysis of note 5 supra, indefinite retention of the 
credited sum would amount to its appropriation for common. Consequently, it must be ad- 
mitted that insofar as ambiguity existed the policy of the credit was endangered. 

Whatever was true before the Lich case, the Lich, Agnew, and Dohme cases, all decided in 
the last decade, clearly distort the rule. Thus the Agnew case states that “dividends earned but 
withheld and retained as surplus and not utilized in the business [are subject to the dividend 
credit].” Agnew v. American Ice Co., 2 N.J. 291, 303, 66 A. 2d 330, 336 (1949). These cases, of 
course, all followed the Wabash case. Thus either the New Jersey court has intentionally made 
a substantive change in its doctrine, perhaps in the light of that case, or a latent inconsistency 
not made clear in the early cases because of their special facts has finally been manifested. 
Assuming the latter to be true, it is interesting to speculate whether the New Jersey court 
would have promulgated the doctrine if it had fully considered the consequences of its con- 
sistent application. 


* Frey, in effect, advocates a cumulative-if-earned rule. See Frey, op. cit. supra, note 3. 
Berle, on the other hand, was concerned with segregating part of earned surplus in favor of the 
dividend credit. See Berle, op. cit. supra, note 3. Judge Manton appeared to have advocated 
a cumulative-if-earned theory in speaking for the circuit court in the Wabash case. Barclay v. 
Wabash Railway Co., 30 F. 2d 260 (C.A. 2d, 1929). 
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POLICIES UNDERLYING THE ADJUSTMENT OF CREDITORS’ 

SECURITY RIGHTS IN FIXTURES 
Conflicts over security rights in growing crops, railroad rolling stock, or con- 
sumer or industrial fixtures" of a debtor may arise between prior, long-term real 
estate mortgagees, whose claims are based upon local fixture law or after- 
acquired property clauses, and subsequent chattel mortgagees or conditional 
vendees.? If this conflict is resolved in favor of the chattel mortgagee by grant- 
ing this “new money” creditor the right to remove the particular asset, the 
possibility of damage to the security of the “old money” raises further problems. 

Policy considerations indicate that the “new money” interest should be 
favored. The need to provide for expansion of business enterprise and the 
modernization of plants seems more important to the economy than granting 
maximum protection for quantitatively larger long-term obligations.’ Further- 
more, favoring the “new money” should make short-term credit relatively more 
available. This, in turn, may make it possible for the debtor to forestall impend- 
ing bankruptcy.‘ For instance, a new fixture in a plant might bring increased 
earnings, and in time re-establish the business on a profitable basis. 

This decision that “new money” should be favored, whether or not secured 
by the crop, fixture, or rolling stock which it financed, will be taken into ac- 
count by subsequent long-term lenders.’ Inequity to the prior creditors would 
only result, therefore, if removal of the particular security caused either physi- 
cal damage to the freehold or destroyed the going concern value of a business, 

* It will be assumed in this comment that local law has already designated the particular 
chattel a fixture. 

® The source of this aspect of the problem is in part the possibility that a prior long-term 
interest may not be limited to the security existing at the time of the loan, but may include 
future property acquired by the debtor. Again, the distinction between secured and unsecured 
creditors makes the problem of importance to both parties. The debt is usually paid off faster 
than the particular security depreciates, making the right of removal and sale coupled with a 


t more likely to return a greater percentage of the debt than unsecured 
general creditor status. 


3 Gilmore, Chattel Security: II, 57 Yale L. J. 761, 782 (1948); see Kratovil, Fixtures and the 
Real Estate Mortgagee, 97 U. of Pa. L. Rev. 180, 200 (1948), for a discussion of the need to 
protect “new money” interests. In general, the need in a small business just getting started for 
new equipment, or of wage earners who may not be able to purchase except on credit, or of the 
farmer unable to buy machinery without giving a crop mortgage, indicates the need for pro- 
tection of the “new money,” which may bring with it low interest rates. See Institutional Doc- 
trine of Fixtures: Material Injury to the Freehold within the Meaning of the Uniform Condi- 
tional Sales Act, 22 Corn. L. Q. 421, 426 (1937). 


4 During the depression the federal government financed farmers who were unable to get 
sufficient funds to buy seed for the next year’s crop because of pending insolvency. For a discus- 
sion of the agricultural financing problems facing the government at that time, see Mortgages 
on Future Crops as Security for Government Loans, 47 Yale L. J. 98 (1937). 

5 Of course, unless provision is made, inequity will arise in the case of persons relying on the 


previous rules. Thus, there would be some inequity in those states which now favor the “old 
money” interest. 
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or both.* Thus, the success of a particular legal solution to the general problem 
may be judged by the manner in which it compromises between the policy 
favoring the “new money” with that of protecting the underlying security of 
the prior creditors. An examination of existing and proposed rules in the crop, 
fixture, and rolling stock cases will provide a basis for such a judgment. 
Traditionally it is in the financing of rolling stock that “new money” has 
received the greatest protection.’ The equipment trust was devised principally 
for the purpose of defeating the interest of the prior long-term mortgagee forti- 
fied with an after-acquired property clause.’ This was possible through the 
title-retention device of the trust, and the lease of the rolling stock to the rail- 
roads by the trustee.* However, the equipment bond holders of the trust have 
exercised their legal right of removal and sale of the rolling stock only twice in 
the last fifty years."* In one of these cases the road was actually dismantled" 
and in the other the operating scale was substantially decreased. The removal 
caused little damage to the security of the “old money” since an intended con- 
traction of the business at least partially warranted the removal. In the great 
majority of the cases the continued undiminished operation of the railroad is 
contemplated. The disruption of operation and damage to the security of the 
“old money” that would attend a physical removal of the rolling stock leads 
either to the payment of the “new money” or to the award of a preference in 
reorganization."® And perhaps more important, the power struggle attendant 


§ Since crops must be cut and sold in any case, little or no question of impairing the “old 
money” security is raised. At the opposite pole is the industria] fixture case, involving both the 
possibility of destroying going concern value and damaging the physica] freehold on removal] of 


the fixture by the “new money.” In between these polar examples are the consumer fixtures, 
which would only involve the physical damaging of the freehold, and the rolling stock situation, 
where removal would only destroy going concern value belonging to the prior mortgagee. 

7 One reason the law was made clear at an early period in railroad financing was the demand 
for railroads in the westward advance after the Civil War. Thus, the Baldwin Locomotive 
works and other dealers in railroad equipment found friendly legislatures. As a result, many 
states legitimized the “car trust” long before those states had recognized the conditional sales 
contract. Bogert, The Proposed Uniform Conditional Sales Act, 3 Corn. L. Q. 1, 9 (1917); 
Burdick, Codifying the Law of Conditional Sales, 18 Col. L. Rev. 103 (1918). One effect of this 
complete protection of equipment bond holders is the low interest rates on equipment obliga- 
tions. For a comparison of equipment obligations to long term railroad mortgages see Dewing, 
Corporation Securities 338-41 (1934). 

* Since rolling stock was generally not considered a fixture, the long-term mortgagees of the 
railroad used the after-acquired property clause to acquire an interest in future rolling stock 
purchased by the railroad. 

* Other devices used by the railroad were conditional! sales and mortgage bonds plans. See 
Dewing, Corporation Securities 343-49 (1934). 

*° Dewing, Corporation Securities 373-74 (1934). 

1 The Buffalo & Susquehanna Railway was dismantled in 1916. 

In 1908 the Detroit, Toledo, & Ironton Railway was decreased in size. 

13 Besides dismantling or reorganizing the railroad, the “old money” creditors may sell the 
defunct railroad. Like the reorganizing creditors, the purchaser will desire to retain the rolling 
stock. As a result either the purchaser will assume the “new money” debt orthe “old money” 
will pay off the obligation with a resulting increase in purchase price. 
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upon a reorganization may lead the prior creditors to pay off the ‘new money” 
interests to get them out of the way. 

An equivalent degree of protection for the “new money” interest has not been 
realized in the crop and fixture cases. In the former, the difficulty arises from 
the rule that growing crops are part of the land. Thus where no crop mortgagee 
is involved, the real estate mortgagee traditionally has recourse to the crop 
before the general creditors. Where a crop mortgagee is present the problem 
involves determining whether the real estate interest’s security is to be de- 
creased or whether the crop mortgagee is to be given only general creditor 
status. Some courts, recognizing the need of protecting the crop mortgagee, 
created the fiction that the crop was constructively severed from the freehold 
upon being subjected to a chattel mortgage.’4 Other courts reached a similar 
result by reasoning that the prior mortgagee’s security includes only the land 
and not the crops. This rationale conflicts with that applied in cases where the 
“old money” mortgagee competes for the crop only with general creditors. Con- 
sistency gives way to the need for protecting the “new money” interest. A few 
states, however, remain consistent and include the crop in the prior mortgagee’s 
security, thus defeating the “new money” interest."* The simplest and perhaps 
most equitable solution to this problem would be to prohibit recourse to the 
crop by the foreclosing mortgagee of the land both where a crop mortgage is 
involved and where only general creditors assert an interest. Furthermore, 
such a result would involve no danger of damage to the prior creditor’s remain- 
ing security." 


The consumer and industrial fixture’ cases raise more difficult problems. 
Removal may result in damage to the security of the “old money,” a possi- 
bility that did not arise in the crop cases. “All or nothing” rules have been 
developed to resolve the controversy. The courts grant the “new money” lienor 
the position of secured creditor only when removal would not “materially im- 
pair” the prior mortgagee’s security.** Two tests have been used by the courts 


*4 Tolland Co. v. First State Bank of Keenesburg, 95 Colo. 321, 35 P. 2d 867 (1934); Red 
River National Bank v. Summers, 30 S.W. 2d 726 (Tex. Civ. App., 1930). For a rejection of the 
constructive severance theory see Wooton v. White, 90 Md. 64, 44 Atl. 1026 (1899). 


*8 Coffey v. Land, 176 Miss. 114, 167 So. 49 (1936); Southern Trust Co. v. First City Bank 
& Trust Co. of Hopkensville, 259 Ky. 151, 82 S.W. 2d 205 (1935); Equitable Life Insurance Co. 
v. Read, 215 Towa 700, 246 N.W. 779 (1933); 2 Glenn, Mortgages § 202.1 (1943). 

*6 John Hancock Mutual Life Insurance Co. v. Watson, 200 Ill. App. 315 (1916); Thompson 
v. Union Warehouse Co., 110 Ala. 499, 18 So. 105 (1895); Mortgages on Future Crops as Se- 
curity for Government Loans, 47 Yale L. J. 98, 104 (1937). 

17 Note 6 supra. 

*8 Industrial fixture includes commercial cases, i.e. retail stores. 

9 Note 6 supra. 

* A minority of states, for instance Massachusetts, do not apply this test. Instead they 
completely defeat the “new money” interest in all situations. For a discussion and cases con- 
cerning the majority and minority rules see Kratovil, op. cit. supra note 7, at 199-202. 
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to determine the meaning of “materially impair’’: (1) physical injury to the 
freehold by the removal,” and (2) destruction of the going concern.” The lat- 
ter test applies principally to industrial fixture cases and results, in almost every 
case, in defeating the “new money” interest.** The application of the former 
rule in either the consumer or industrial fixture cases usually results in victory 
for the “new money,’*4 and may permit actual damage to the remaining secu- 
rity of the prior creditors. This result follows from the judicial definition of “ma- 
terial injury”—the physical harm actually inflicted in most cases is held in- 
sufficient to prevent removal. The application of either rule may be inequitable 
in those cases in which it is difficult to determine in advance whether removal 
will result in damage to the going concern or in material injury to the freehold. 
Thus, neither of these “all or nothing” rules properly balances the relevant 
policy considerations. 

The authors of the proposed Uniform Commercial Code* attempt to balance 
the conflicting interests in a more certain and equitable way.” Their approach 
in the fixture cases gives a choice of removal and sale to the “new money” in- 
terest.27 Where the removal of a fixture causes physical damage to the freehold 


2* Campbell v. Roddy, 44 N.J. Eq. 244, 14 Atl. 279 (1888); Swift Lumber & Fuel Co. v. 
Elwanger, 127 Neb. 740, 256 N.W. 875 (1934). 

* This view is generally characterized as the “institutional” approach. Here the right of re- 
moval is denied to the credit vendor of a fixture when the removal would result in material im- 
pairment of the efficient functioning of the mortgaged property viewed as an operating institu- 
tion. This approach is presently adopted in New Jersey, California, and Kentucky. The dis- 
cussion in Rights of a Conditional Vendor in Chattels Affixed to Realty as against an Unassent- 
ing Prior Mortgagee, 83 U. of Pa. L. Rev. 916 (1935), favors this view, while in Institution 
Doctrine of Fixtures: Material Injury to the Freehold within the Meaning of Uniform Condi- 
tional Sales Act, 22 Corn. L. Q. 421 (1937), the position is attacked. 


*3 Smyth Sales Corp. v. Norfolk Building & Loan Ass’n, 116 N.J. 293, 184 Atl. 204 (1936); 
Dauch v. Ginsburg, 214 Cal. 540, 6 P. ad 952 (1931); Morrow Manufacturing Co. v. Race 
Creek Coal Co., 222 Ky. 807, 2 S.W. 2d 662 (1928). 


*4 In Kleps, Uniformity versus Uniform Legislation: Conditional Sale of Fixtures, 24 Corn. 
L.Q. ee ee eee that no removal has caused material 


impairment of prior mortgagee’s security in New York from 1930 to 1939. 


3s American 1a Institute & National Conference of Commissioners on Uniform State 
Laws, Uniform Commercial Code, Proposed Final Draft (1950). 


* The Commercial Code does not change existing rules in financing rolling stock. Uniform 
Commercial Code § 9-312 (1950). However, “[iJn case the collateral is growing crops the inter- 
est of a lender who makes an advance, incurs a new obligation or releases a perfected security 
interest during the production season or not more than three months before the crops are 
planted or otherwise become growing crops, in order to enable the debtor to produce them, 
takes priority over the interest of an earlier secured lender to the extent that the earlier lender’s 
interest secures obligations (such as rent, interest or mortgage principal amortization) due 
more than ‘six months before the crops are planted or otherwise become growing crops even 
though the earlier lender’s interest was perfected prior to the interest of the later enabling 
lender.” Ibid., at § 9-312(4). Clearly this suggested change protects the crop mortgagee. 

*7 Section 7 of the Uniform Conditional Sales Act adopted the normal “material impair- 
ment” test for fixture cases, but did not specifically direct the section to the prior mortgagee— 
subsequent creditor situation. However, some courts applied it in that type of case. The dif- 
ficulty with the solution adopted in Section 7 is that the choice of removal is left up to an in- 
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they assess the “new money” interest with the cost of repairs.** This limitation 
on the right of removal prevents impairment of the prior mortgagee’s security 
except in the industrial fixture cases where “going concern” value is destroyed. 

The question of whether this type of damage is so significant as to militate 
against the adoption of the Code solution may be answerable on the basis of 
the analysis suggested in the discussion of the railroad rolling stock cases. 
Given a going concern value substantially greater than the dismantled value of 
the particular assets, the adoption of a legal rule favoring the subsequent credi- 
tors—whether or not that rule requires payment of damages caused by removal 
—provides inducement for a settlement of the “new money” claims without 
resort to actual removal. In such cases the prior creditors’ desire to protect the 
going concern value of the enterprise should lead them either to pay the “new 
money” claims outright or accord them some preference in reorganization.” 
And, as in the railroad cases, the “new money” claims may be relatively so 
small that they will be paid off merely to keep the fruits of reorganization for 
the prior creditors. 

Other factors have some bearing on those cases in which a high going concern 
value favors reorganization instead of dismantling. The dismantled value of 
the particular fixture and its importance to the operation of the business, the 
ratio of the amount of prior real estate mortgage debt to subsequent fixture 
indebtedness, and factors affecting bargaining positions of the two interests will 
influence the ultimate resolution of the conflict. None the less, in those cases 
where substantial damage to going concern value would result from removal of 
the fixtures, the “new money” interest usually receives the value of its security 
without actual resort to removal.?° 

While the proposed Uniform Commercial Code achieves the goal of fair and 
certain rules and protection of the “new money” in the fixture, crop,* and roll- 
ing stock cases more satisfactorily than the case-to-case application of tradi- 
tional legal rules, final solution of the problem should reflect considerations of 
economic policy. The economic desirability of debt financing and the relative 
merits of long- and short-term private debt should be carefully examined. All 


definite standard set by the court. This the Commercial Code corrects by permitting the “new 
money” lienor to remove on default provided he fulfills all requirements. Uniform Commercial 
Code § 9-313 (1950); Kripke, The “Secured Transactions” Provisions of the Uniform Commer- 
cial Code, 35 Va. L. Rev. 577, 611-12 (1949). 


** One result of this limitation is that when the cost of repairs on removal approximates the 
resale value of the fixture, then the “new money” lender is without a realistic remedy to gain 
his secured position. 

*9 As to other possibilities of payment, see note 13 supra. 


3° Some inequity may arise in the few industrial fixture cases where actual removal does take 
place causing destruction of the going concern value. In such cases it has been suggested by 
Professor Gilmore that some kind of preference replace the norma! remedy of self-help. Gilmore, 
op. cit. supra note 3, at 783. 

» Note 26 supra. » Thid. 
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portions of the Code bearing on the debt problem should be judged not only by 
the criteria of equity and certainty but also by their effects on the entire econ- 
omy. Thus, a single enterprise with a heavy fixed debt may, in a temporary 
economic decline, be forced into insolvency, with all of the consequent expense 
of reorganization and disturbance of operations and business relations. Again, 
in terms of the entire economy a relatively heavy volume of fixed debt may well 
mean the difference between “a mild recession and a precipitous, catastrophic 
deflation.” Short-term debt financing is said to be worse in its effect on both 
the single enterprise and the entire economy.*4 “All debt involves short-term 
fixed claims for interest payments; and all long-term obligations become short- 
term obligations sometime.”** To the extent that the framers of the Code have 
not considered these issues, their work should be regarded as incomplete. 


33 Simons, Federal Tax Reform, 14 Univ. Chi. L. Rev. 20, 65 (1946). 
34 Simons, Economic Policy for a Free Society 165-66 (1948). 
38 Simons, Federal Tax Reform, 14 Univ. Chi. L. Rev. 20, 65 (1946). 





BOOK REVIEWS 


Americans Betrayed. By Morton Grodzins. Chicago: The University of Chi- 
cago Press, 1949. Pp. xvii, 445. $5.00. 

Professor Grodzins deserves the gratitude of all patriots for this book, the 
first detailed study of the decision to deport some 70,000 American citizens of 
Japanese ancestry from the West Coast.' The author has painstakingly traced 
the growth of that decision from its seedbed, California racism, to its fruition, 
the first American concentration camps. He concludes that the reasons ad- 
vanced for the deportation and imprisonment of these 70,000 American men, 
women and children cannot support the deportation, and, worse, that a true 
assessment of these reasons would have been possible in the early spring of 
1942, when the fatal decision was made. 

It is impossible in a short book review to give a satisfactory impression of the 
patience with which Mr. Grodzins has gathered and sifted the crowd of facts 
supporting his conclusions. The doubters cannot be spared the reading of the 
book; for no mere summary can adequately produce the shock of conviction. 

It will be remembered that the deportation and the concentration camps 
were asserted by their advocates to be a military necessity. Military necessity, 
in turn, was largely deduced from the dangers of espionage and sabotage, par- 
ticularly of shore-to-ship signalling to the enemy, supposedly carried on by 
Japanese on the coast. Mr. Grodzins’ analysis reveals that the three “most 
striking” illustrations of supposedly successful communication with the enemy, 
which, among others, were listed in the Commanding General’s final report as 
having driven him to the conclusion that military necessity did demand depor- 
tation, occurred after he had recommended deportation; indeed, two of the in- 
cidents thus singled out as the crowning exhibits of the General’s evidence oc- 
curred after all unfortunates of Japanese blood had been imprisoned.’ 

The lesser arguments in defense of deportation fare no better under the Pro- 
fessor’s scalpel. He shows that “what happened at Pearl Harbor,” far from 
justifying deportation, refuted the necessity of it. For he can cite J. Edgar Hoo- 

* The first comprehensive book on the deportation and the camps was Carey McWilliams’ 
excellent Prejudice, Japanese-Americans: Symbol of Racial Intolerance (1944). It covered the 

deportation and the history of the camps, which are not covered by the book un- 


machinery of 
der review. For a scientific and thorough study of the Tule Lake concentration camp see 
Thomas and Nishimoto, The Spoilage (1946). 

* Pp. 294-95. There has been only a single conviction of a Japanese for unauthorized rela- 
tions with Japan: in June 1942, a Japanese alien was sentenced to a prison term of two to six 
months for having failed to register properly under the Foreign Agents Registration Act. 
P. 137 n. 


75! 
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ver, as of April 1942, to the effect that in Hawaii, where one-third of the people 
were Japanese or of Japanese ancestry, “there was no sabotage committed . . . 
prior to December 7, on December 7, or subsequent to that time.”’ 

He shows that the “dual citizenship” angument was a grotesque deduction 
from the civil law principle of jus senguinis, which, if valid at all, would have 
been just as valid with regard to citizens of German or Italian ancestry. He 
demonstrates that Nisei did cooperate with government intelligence agencies. 
And he points out that the doctrines of the cultural unassimilability and racial 
inscrutability of the Japanese could have been checked, and found wanting, in 
the extensive technical literature on the subject. “But the library shelves were 
undisturbed, and the Japanese specialists were not consulted.’4 

Perhaps the greatest value of Mr. Grodzins’ book lies in his analysis of de- 
cision-making by top officials in Washington. It was they, or their aides, who 
should have been able to weigh and thus to discard the phony arguments for 
deportation. But Mr. Grodzins proves that they made their crucial decision 
just about as casually as they might have decided on the desirability of a shoe 
shine. The War Department chose to believe General “a Jap is a Jap” De Witt. 
The Department of Justice, thoroughly convinced of the undesirability of de- 
portation, lacked the guts even to attempt to stand by its conviction. The 
Bureau of the Budget approved Executive Order 9066, which authorized de- 
portation, on the very day it was presented. The President signed it a few hours 
after it was laid on his desk. It was never discussed in a cabinet meeting. 

The legislative record was equally sorry. The hearing on the bill that provided 
for the criminal enforcement of the deportation order in the Senate Military 
Affairs Committee proceeded on the assumption that the bill was directed 
against enemy aliens, and when the bill was discussed on the floor of the House, 
Mr. May, the memorable chairman of the Military Affairs Committee, in reply 
to a question whether citizens could be penalized for unknowingly straying into 
the military zones of exclusion, stated, without being challenged, that citizens 
of this country would never be questioned about the zones.’ The full Senate was 
treated to a recital of the more hair-raising fairy tales about Japanese fifth 
columnists at Pearl Harbor by Senator Reynolds. There was no serious discus- 
sion of the bill, and no opposition to it. Senator Taft alone furnished the decent 
exception: “This is probably the sloppiest criminal law I have ever read or seen 
anywhere. I certainly think the Senate should not pass it.’”* 

Unfortunately, neither Mr. Grodzins’ thorough refutation of the arguments 
for deportation nor his analysis of the frivolity with which deportation was 
decided upon, constitutes the most disturbing aspect of his book. For its most 
disturbing aspect is that it gives an inkling of the real reasons for deportation. 

Those real reasons could have been sensed by any man of good will walking 
by the buses that were waiting in a San Francisco street to take their human 
freight away. For, if that man had looked away in shame, he might have seen 


3P. 131. *P. 368. *P. 340. © P. 344. 





BOOK REVIEWS 753 


the faces of the Caucasian onlookers. Those faces were smug—just as the faces 
of the Aryan onlookers when the Jews were taken away on the day of the po- 
grom. He would then have known that evil grows in many soils, and that it 
had grown on the West Coast, where anti-Japanese propaganda from its very 
beginnings had borne a striking family resemblance to the anti-semitism of 
Julius Streicher. 

As early as 1909 Assemblyman Grove Johnson of California had said: “Do 
you want your daughters—your little daughters—in school with Japanese? 
They are not boys. They are men—grown men—with all the base passions of 
men. That is why they ought to be kept out of the schools. They have no more 
regard for morality than do beasts. They live like beasts. They are beasts. Do 
you want your daughters in school with such as these?””’ In 1920 the Los Angeles 
Times wrote that “Japanese boys are taught by their elders to look upon .. . 
American girls with a view to future sex relations. ... What answer will the 
fathers and mothers of America make. . . . The proposed assimilation of the two 
races is unthinkable. It is morally indefensible and biologically impossible. 
American womanhood is by far too sacred to be subjected to such degeneracy. 
An American who would not die fighting rather than yield to that infamy does 
not deserve the name.’’* And in 1935 the Southern California Committee of One 
Thousand revealed that “wherever the Japanese have settled, their nests pol- 
lute the communities like the running sores of leprosy. They exist like the yel- 
lowed, smoldering discarded butts in an over-full ashtray, vilifying the air 
with their loathsome smells, filling all who have the misfortune to look upon 
them with a wholesome disgust and a desire to wash.”® 

And when the concentration camps had become a fact, in the winter of 1943, 
the county clerks and the recorders rejoiced in their establishment and, in 
response to a survey of their opinions, unequivocally said so: “For your in- 
formation I may state to you advisedly that each member of the Board of 
Supervisors of Yuba county is strongly anti-Jap. ... Nevada County does not 
want any Japs of any color, kind, or description. . . . I am instructed to inform 
you that a bunch of Japs were run out of this city 16 years ago and we still feel 
that same way about them. . . . Insofar as the local sentiment is concerned . . . it 
will be entirely satisfactory to keep them all in Concentration Camps until they 
all die of old age. . . . Keep the Japs in concentration camps for the duration and 
then turn them over to the Chinese for safekeeping. . . . As to the sentiment of 
the Mayor and Council . . . we believe that the only good Jap is a dead one and 
that the United States would be better off if they were all deported. . . . Let’s 
clean America up.” 

As in Germany such unabashed sadism was only expressed by the few. But 
its translation into barbed wire fences, machine gun towers and tears, was ac- 
complished, there and here, with the more literate support of the respectable. 
The rantings of Westbrook Pegler were but a slightly distorted mirror image of 


TP. 14. SP. 8. 9 Ibid. 10 Pp. 117-19. 
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Walter Lippmann’s arguments against the Nisei. Congressman John Rankin of 
Mississippi may have sung in a slightly different key from that of California’s 
Attorney General Earl Warren, but they both sang the same tune. General 
De Witt’s decision to deport, made not because of military necessity, but be- 
cause of the General’s belief that “the Japanese race is an enemy race . . . the 
racial strains are undiluted,” was approved by chambers of commerce and 
CIO locals, by vegetable growers associations and Elks, by American Legion 
chapters and women’s clubs, by countless elected representatives of the people 
as well as by the Puente Class in Christian Citizenship. The newspapers ap- 
proved, the Congress approved, the President approved, the Supreme Court, 
by upholding, approved,” and the bar approved by. silence. We were all among 
the congregation of the wicked, and deaf to the feeble and dispersed voices of 
the good. 

Thus we learn from Mr. Grodzins’ book that the real reasons for the “evacua- 
tion” of the Nisei were the sadism of the few and the moral apathy, if not the 
moral imbecility, of the many. It is not a criticism of Mr. Grodzins to say that 
the main task presented by the facts he has collected and described still remains 
to be done. That task is to answer the question why well-meaning and well- 
educated men can support irrational and evil acts. No one who has reflected on 
what has happened in the German death camps, or on what is happening in the 
Peoples’ Democracies, and who has been frightened by the parallels—by God’s 
mercy still remote parallels—between events there and events here, can remain 
untroubled by that question. And yet there seems to be a fear of facing it, a fear 
evidenced, for instance, by the fact that the basic text on the German concen- 
tration camps, Eugen Condon’s Der S.S. Staat, remains untranslated and un- 


published in this country.’ All patriots must hope that Professor Grodzins and 
many of his colleagues will devote their future studies to finding an answer to 
that question, for our moral survival may well depend on it. 


Franz M. OpPpENHEIMER* 


t P. 362. General De Witt used the racial argument persistently (pp. 282-83, 297). 


% Hirabayashi v. United States, 320 U.S. 81 (1943); Yasui v. United States, 320 U.S. 115 
(1943); Korematsu v. United States, 323 U.S. 214 (1944); Ex parte Mitsuye Endo, 323 U.S. 
283 (1944). Mr. Grodzins devotes only 10 pages to the Supreme Court in a note on the role of 
the Supreme Court. Yet, it was the Supreme Court which converted “‘a piece of war-time folly 
into political doctrine, and a permanent part of the law.” Rostow, The Japanese-American 
Cases—A Disaster, 54 Yale L.J. 489, 491 (1945). Mr. Rostow’s article remains the classic in- 
dictment of the Court’s “bewildering and unimpressive series of opinions,” as well as the most 
profound social and political evaluation of the evacuation program. 

*3 Religious leaders were the most prominent group in opposition to the deportation pro- 
gram; their “voices were lost in the cries for evacuation.” Pp. 181-82. 

** For exceptions to the general lack of interest see David Rousset, The Other Kingdom 
(1947); Bondy, Problems of Internment Camps, 38 J. Abn. & Soc. Psych. 453 (1943); Bettel- 
heim, Individual and Mass Behavior in Extreme Situations, 38 J. Abn. & Soc. Psych. 417 
(1943). The most illuminating analysis is Hannah Nendt’s article, The Concentration Camps, 
15 Partisan Rev. 743 (1948). 

* Member of the New York Bar. 
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Der Tatbestand der Liige [The Operative Facts of Lying]. By Walter Gustav 

Becker. Tiibingen: J. C. B. Mohr, 1948. Pp. 63. 

In this little book, the author, a former judge and now professor of law at the 
recently established University of Mayence, gives expression to his deeply felt 
pain at what Kierkegaard once called “the dishonesty of modern times.”’ While 
it may be doubted whether other periods have been marked by any greater 
degree of truthfulness, it is undoubtedly correct that untruthfulness has rarely 
had at its disposal any tools as powerful as those of the modern instruments of 
mass communication, and whether it has ever been able to indulge in such 
orgies as those presented by the propaganda of modern totalitarian states. The 
author had to live through the experience of Nazi propaganda in which every 
kind of untruthfulness was used in the most unscrupulous ways and with an 
unprecedented degree of systematization and technical perfection. In his pres- 
ent book he has tried to analyze these methods and to show how, in the final 
accounting, the entire system of National Socialist appeal to the masses was 
deceitful and dishonest. Significant attempts at developing a science of propa- 
ganda analysis have been made in this country in recent years. A different and 
somewhat devious method is being used by Doctor Becker, who is neither a 
psychologist nor a sociologist. As a legal scholar he uses a legal method. How, 
so he asks himself, would a law maker have to define the concept of “‘lie” if he 
would try to establish it as a criminal offense. This statement of the problem 
remains a purely theoretical one, however. Doctor Becker disavows any inten- 
tion to advocate the enactment of an amendment to the criminal code, and he 
can thus omit any discussion of its social desirability. As a consequence his 
attempt at defining in legalistic terms a purely ethical concept appears some- 
what artificial and unreal. However, his typology of the lie as based upon illus- 
trative examples taken from the propaganda practice of the Third Reich, and a 
special instance of sophisticated untruthfulness as presented by one of the 
accused of the Nuremberg trials,' reveals insights into the complex forms behind 
which untruthfulness can try to hide. His concepts of the patent and latent lies 
of evaluation (Wertungslige) and of the “life lie” (Lebensliige) as basic dis- 
crepancy between a man’s real and professed ethical ideals may well be useful 
for a science of propaganda analysis. However, the essay form of presentation, 
the frequent references to philosophical thought (the relevancy of which is not 
always obvious), and the peculiar method of inquiry, will not facilitate such 
utilization. 

Max Ra#EINSTEIN* 


? Within the framework of the book, this instance plays but a minor role. Whether or not a 
particular statement made by the person in question had some basis in fact, is irrelevant for 
the author’s purposes. In a review of the book in 2 German Books 125 (1949), Professor von 
Hentig blames the author for not having investigated the objective correctness of that state- 
ment. Such an investigation would not seem to have been called for by the purpose of Doctor 
Becker’s book. 


* Max Pam Professor of Comparative Law, University of Chicago Law School. 
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Don’t Gamble 


The Chances Are 2 to 1 
Against You! 


Practising law by rule of thumb is like gambling 
with a shell-game “artist.” It’s a losing game. 


This is true of every part of your practise includ- 
ing the important department of legal research. 


One of our subscribers writes: “With the chang- 
ing attitudes and trends of the courts, no lawyer 
can afford to depend on the authority of any de- 
cision or statute until he has checked it through 
Shepard’s Citations. Were it not for your services 
our work would be increased almost to the point 
of impossibility.” 

Tens of thousands of law offices in every good-sized 
community have stopped gambling with the cita- 
tion phase of legal research. Shepard’s Citations 
has taken the place of guess-work. 
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